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FO R E W O R D

The following articles on various accounting and auditing problems
have been selected from those which have appeared in The Journal
of Accountancy from 1947 through 1957 in the department or “col
umn” of which I have been the editor.
Except where otherwise indicated, all opinions expressed in these
items are my own. Although The Journal of Accountancy originally
printed these articles and the American Institute of Certified Public
Accountants is publishing this book, neither The Journal nor the
Institute takes any responsibility for the contents. These opinions
have not been reviewed or approved by any committee of the Insti
tute and the fact that I am its Director of Research should not be
interpreted to mean that they are in any respect official pronounce
ments of the Institute.

I wish to acknowledge the assistance which I have received
through the years from the members of my staff in the preparation
of this material. Those who deserve special mention are William H.
Hird, Edmund F. Ingalls, Richard C. Lytle and Perry Mason. It
would be impossible to mention all who, out of their broad knowl
edge and experience, have helped me to formulate the views I have
finally expressed, but I want to acknowledge their help and express
my thanks to them nevertheless. I wish also to thank Perry Mason
for selecting and organizing the articles to be included in this book
and Nancy Mason for her assistance in proofreading and seeing it
through the press.
New York, N. Y.

1957

CARMAN G. BLOUGH, CPA

Director of Research
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EXTEN D ED

PRO CED U RES

Do Auditors Carry Extended
Procedures Too Far?

The question of how far the independent auditor should go in
confirming receivables and in observing the physical inventory-tak
ing is one which has bothered many accountants for a long time.
We believe that the following comments on this subject by one of
the leading members of the profession practicing with a firm serving
only relatively small clients presents some very worthwhile thoughts
on this matter.
“In many respects the adoption of the extended procedures was
merely a formalizing or recognition of what the best practitioners in
the profession at that time considered to be normal caution. The
circumstances in the McKesson & Robbins case were so unusual and
3
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so diabolically meticulous in their fraud that they should not actu
ally have had any influence on normal’ practices. However, the pub
lic interest was so great that I am sure the profession did the expedi
ent and practical thing when it decided in 1939 to formalize the
additional procedures.
“Because of the importance thus given by this formalizing to
what, in many cases, was already standard procedure, there has been
in my opinion a great tendency on the part of auditors to go way
overboard in the amount of work they do. I am highly conscious
that this is the case in my own office and, from discussions with other
firms, I am sure that it is with them also. Statistics are meaningless
in this connection, but I know there are many cases in which audi
tors confirm all the accounts receivable when a twenty-five per cent
test would be adequate and in many cases that they confirm twentyfive per cent when a five per cent test would be sufficient. Perhaps
one of the reasons for this is the fact that there is such a limited
amount of case material on the subject of receivable confirmations.
“I have the same feeling to an even greater degree on the subject
of inventory observation. It may be oversimplification to say that the
basic purpose in inventory observation is to see that there is a rea
sonable pile of goods on hand to support the major inventory classi
fications, but at the same time I don’t think it is necessary for audi
tors to do a fraction of the amount of counting and testing that they
do in the case of the usual recurring audit. In actual practice, in
other words, and especially in smaller companies, auditors tend not
to rely greatly upon the inventory-taking procedures and the client’s
supervisory checks and balances but actually go far beyond to the
point of making voluminous test counts and listings. I believe that
there is a middle ground area of judgment that is not sufficiently
utilized.”
Our Opinion
With the passage of time since “Extensions of Auditing Procedure”
was issued, it is possible that many accountants have lost sight of
the objectives of the procedures set forth in that statement. As has
frequently been emphasized in discussing those procedures, the ex
tent to which they should be employed in a particular engagement
depends primarily upon the auditor's judgment as to the effective
ness of the internal control. When the internal control is considered
to be effective, they need not be employed as extensively as when
there is little effective internal control. That means that in some en
4
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gagements the confirmation and observation procedures must be
quite thorough. However, in many cases, the client's controls are
such that a relatively limited application of the extended procedures
is fully justified.
We feel that it is particularly easy to lose sight of the objectives
of the extended procedures with respect to inventories. Our corre
spondence with practitioners from a number of parts of the country
reveals a tendency on the part of many of them to think of the ob
servation procedures in terms of "taking” the inventory. That seems
to be true despite the frequency with which the committee on audit
ing procedure has stated that the physical stock-taking is the re
sponsibility of the client. The auditors responsibility is primarily to
satisfy himself of the existence of the goods and that the client is
making an accurate count. To accomplish that he should review the
clients inventory-counting procedures to see that they are adequate
and should observe the application of those procedures to see that
they are applied effectively. He may, if he considers it appropriate,
make test-counts of the inventory, but such test-counts should be
intended only as a part of the procedure by which he satisfies him
self that an accurate count is being made. If the inventory counting
is properly planned and the plan carefully executed, it should sel
dom be necessary to make extensive test-counts in the usual audit.

C O N F I R M A T I O N OF R E C E I V A B L E S
A Form of Confirmation Request Letter

A reason frequently given for not confirming the accounts receiv
able of businesses dealing with the general public is the fear that
customers will take offense. Auditors have found, however, that if
the confirmation request is properly prepared, customers will not be
offended and will give satisfactory replies.
Unfortunately, few sample request forms have been made gen
erally available. We are glad, therefore, to be able to reprint a form
letter which has been used on numerous occasions by a firm of ac
countants in the West, and has proved satisfactory in practice. We
believe it should be very helpful for use where the client is reluctant
to send the usual type of request. The letter, which is typed on the
client’s letterhead and signed by the client, is as follows:
5
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Dear Customer:
As our business year has just closed it is an opportune time to
thank you for your patronage. It is our earnest desire to serve you
well, and w e would appreciate receiving any suggestions you might
care to offer.
The annual audit of our records is now in progress. This audit is
entirely apart from all collection activities and is intended solely to
ascertain whether w e have served you satisfactorily and kept your
account accurately.
The enclosed verification statement shows the balance of your
account at the close of business
(date)
. If this balance is not
correct, please note any discrepancies and mail your reply to our
auditors in the enclosed envelope which requires no postage. If your
account is correctly stated, please discard the envelope, as a reply is
not necessary.
Thank you for your co-operation.
Yours very truly,

This letter is, of course, of the “negative” type which is frequently
used in confirming receivables due from the general public. How
ever, we believe it can be readily adapted for use where the “posi
tive” type confirmation is desired.

Who Should Sign Confirmation Requests—
Auditor or Client?

We expressed the view some time ago that clients should sign
confirmation requests. At that time we also stated the belief that
most accounting firms arrange to have all confirmation requests
signed by their clients. However, a correspondent, an officer of a
sizable company, states that while most confirmation requests his
company receives are signed by the client, a number of them are on
accountants’ forms which do not contain an authorization by the
client to furnish the requested information. In the absence of spe
cific authorization, his company is reluctant to disclose information
to a third party because his company considers its business relations
with both debtors and creditors as confidential.
In an effort to get some indication of what is being done by the
profession with respect to signing confirmation requests, we con
tacted a number of accounting firms in different parts of the coun
try. O f the firms contacted almost all indicated that their clients
either ( a ) sign positive confirmation requests, or (b ) endorse such
6
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requests signed by the accountant. Only two (about fifteen per cent)
reported that the accountant signs these requests. As to the negative
type confirmation, it does not appear to be common practice for the
client to sign; a rubber stamp or a pasted sticker is frequently ap
plied to the customer’s statement without the signature of either
client or accountant.
Firms not requiring clients signatures on positive type requests
believe that fewer requests are returned to the client if the confirma
tion letter comes from the auditor, and is on his own form. They also
believe that their procedure eliminates the irritation on the part of
the client that might result in having to sign many requests.
On the other hand, CPAs whose practice it is to have clients sign
requests for confirmation feel that the business relationship between
the client and his customers is such that it is more logical for the
client to sign.
They emphasize particularly the point mentioned by our corre
spondent that an auditor’s direct contact with his client’s customers
might cause the customers to question whether the auditor is acting
with or without authorization. Since the right to request informa
tion from a client’s customer rests with the client himself, the cus
tomer would appear to be entirely justified in withholding informa
tion from auditors unless he has authority to furnish it. It is possible,
therefore, that the auditor would receive more replies if the request
contains an authorization for the customer to disclose the requested
information.
Another argument in favor of the practice of requiring the client
to sign an authorization is that it should serve as a reminder that the
CPA is not acting for the client as an agent, but that he holds an
independent third-party relationship to the client and the customer.
It also appears reasonable to believe that customers would be less
likely to consider the request an attempt to collect the account if the
request appears to be a communication between the client and his
customer.
With respect to the possibility of irritation on the part of the client
from signing a large number of requests, two points may be made:
1. Some CPAs feel that the client should, and would, review ac
count balances being confirmed regardless of the method of con
firmation.
2. Although it may be unduly burdensome for the client to sign
the requests manually, there are ways of mitigating this difficulty.
A facsimile of the client’s signature, such as a rubber stamp, may
7
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be used. The request, including the signature, may be multilithed
or mimeographed.
On balance, it seems to us that those who favor the client’s sign
ing the positive confirmation requests have the stronger arguments,
and that it should be considered the better practice. However, this
in no way changes the requirement that the requests should be
mailed by the auditor in envelopes bearing his return name and
address and that the requests should include instructions that replies
should be sent to the accountant. A return envelope, addressed to
the auditor, is normally enclosed with each positive-type request.

Time of Mailing
Accounts Receivable Confirmations

Two of our practitioner friends have presented to us an issue on
which they have opposing views. The first practitioner states that,
in his opinion, in the majority of cases the confirmation requests are
prepared and mailed with the client’s statements. This practitioner
also feels that this is the most efficient procedure from the stand
point of obtaining return confirmations and that it is generally more
satisfactory to the client. Obviously, also under this procedure the
same payment for postage does the entire job.
The second practitioner maintains that in the greater number of
cases confirmations are mailed separately on a date later than that
at which the statements themselves are mailed. He attributes this
practice to situations where the auditor has begun his audit at the
time of the close of the fiscal period, and also to the fact that a client
may prefer to have it done this way. In his opinion the client may
prefer separate mailing in order to avoid any delay at the time of
mailing the regular statements. He also feels it is more efficient from
the public accountant’s standpoint, in that confirmations can be pre
pared completely by the client’s staff and also that the work can be
done during regular working hours instead of under overtime pres
sure.
The following additional discussion of the question was received
in response to our invitation for comments.
“Our view is emphatic that the advantage on every score is with
the enclosure of confirmation requests with the client’s statements.
W e make every effort to confirm in that manner for every client
where we can possibly arrange it. The advantages that we find are
these:
8
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“1. It is easier for the recipient to answer a confirmation which is
attached to the statement itself—and we feel that the client’s cus
tomers are entitled to the top consideration in the matter.
“2. A much more thorough confirmation job usually results. Not
only do replies come in better, but there is time for complete re
sponses to be received, or for second requests to be sent out when
necessary, before the final audit work begins.
“3. It requires considerably less clerical labor to attach confirma
tions to statements than to prepare proper confirmations separately.
“4. As with inventory, control is more positive and certain if taken
at the balance-sheet date itself.
“5. U se o f attached confirmations does save postage.

“There are, of course, cases where this method is inapplicable.
But in nearly all cases of commercial accounts, it is feasible and has
the advantages named above. The only disadvantage that we know
of in the usual case is the auditor’s problem of scheduling. Fortu
nately there is a ten-day spread between the dates that different com
panies habitually mail their statements. By advance planning it is
possible to crowd a great deal of confirmation work into that period.”

Confirmation of Receivables Paid
Before End of Audit

A practitioner recently sent us the following inquiry:
“Please advise us what the current practice is in regard to veri
fying accounts receivable by written confirmation where the amount
has been paid prior to the completion of the audit. Is payment of the
account considered sufficient verification?”
The replies of three accounting firms were as follows:
answer n o . 1: “Confirmation of accounts receivable is usually on
a test basis. If the account in question falls within the group selected
for the test, confirmation should be requested regardless of whether
payment or other credit has been recorded since the confirmation
date.”
answer n o . 2: "W e do not consider the receipt of cash to be
sufficient proof of the authenticity of such accounts. Instances have
occurred where cash credits to alleged receivable balances were from
sources other than as represented.
“For this reason, it has been our policy to request confirmation of
receivables whether or not the records showed them to have been
paid.”
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answer n o . 3: “Since the examination of the books and account
ing records is completed subsequent to the end of the period under
audit, it is often difficult to identify amounts received subsequent to
the period-end as in payment of definite uncollected accounts re
ceivable at the period-end. In connection with a running account,
the collection may be for definite items other than those that con
stitute the balance at the period-end. The auditor is usually without
detailed information as to the application of a collection and, accord
ingly, assumes earliest items are paid when collection is received.
W e do not feel that recorded payment of an account which has a
running balance should be considered sufficient verification. Written
confirmations are of paramount importance but, as a supplemental
procedure, we also give attention to collection of accounts subse
quent to the period-end but prior to the completion of our field
work. If there is no question as to identification of the collection with
definite account items, collection of the account subsequent to the
period-end under audit might be considered sufficient verification.”

Our Opinion
It seems to us these answers clearly indicate that, in general,
records of collections subsequent to the balance-sheet date should
be relied upon by the auditor as a substitute for confirmation only
when confirmation is impracticable and unreasonable and when he
has definite knowledge of the receipt of the item and has traced it
to the customer’s account. In many cases, this may involve taking
control of the cashier’s cage for a test period, or some similar means
of assuring review of collections. In addition to the difficulty of
being satisfied that current collections are applicable to the amounts
outstanding at the balance-sheet date, as mentioned in the third
answer, there is also the possibility that “lapping” is occurring, or
that credits recorded as cash collections actually arise from other
sources, or that the credit was posted to the wrong account—to cite
only a few of the possibilities.

Confirmation Procedure Must Be
Adapted to the Circumstances

It is dangerous for auditors to rely on the confirmation procedure
if it is applied mechanically. The time, the method, and the extent
of confirmation are all matters requiring the most careful exercise of
skill and judgment.
10
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A reader stresses the importance of appraising the effectiveness
with which the procedure is applied and offers some useful sugges
tions for obtaining more meaningful confirmations from small loan
company customers and from patients of hospitals and other similar
institutions:
“The reason why these confirmations are not as common as the
confirmation of receivables due from business houses is that the
debtors are mostly individuals who keep few if any records. Many
auditors feel that many of these debtors do not know the exact
amount of their balances and, therefore, are in no position to confirm
a figure of which they have only a hazy notion. To accept any con
firmation received under these circumstances at face value would
give the auditor a false sense of security.
“Still, I agree with you that such accounts, as well as the accounts
receivable of stores selling on the installment plan, should be con
firmed by direct correspondence. It is desirable to make the letter
of confirmation as clear as possible so that the debtor, who as a rule
has little business experience, knows exactly what he has been asked
to confirm. While generally he does not know exactly the amount
of his total obligation, he is well aware whether he has kept his pay
ments up to date or how many periods he is behind. A request for
confirmation stating the amount of the installment and how many
payments are in arrears will bring a more intelligent response than
a request that only mentions the total amount of the obligation.
“A similar confirmation problem arises in hospitals for long-term
care, nursing homes, and like institutions. If the confirmation shows
for how many months’ care the debtor responsible for support of the
patient is in arrears, the debtor can immediately spot discrepancies
and thereby make the process of confirmation more meaningful.
“It is the duty of the auditor not only to go through the motions
of a confirmation but to modify it so that it can easily be checked
by the debtor.”

Confirmation of Receivables
for a Community Chest

The following is an interesting suggestion as to confirming re
ceivables for a community chest:
“Each month the chest prints up its statements on a return en
velope form. This is getting to be quite a practice by all such organ
11
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izations. On the part of the envelope that would ordinarily be blank,
they generally write up something concerning one or more of their
activities. This time I suggested we prepare some statement regard
ing the audit that would serve as a verification. After all the state
ments were made up on the statement-envelopes, we checked them
with the list taken from the ledger. Then certain ones were selected
by us to be mailed out in our own envelopes and all the rest were
sent out in regular chest envelopes. But in each envelope, whether
ours or theirs, there was enclosed with the statement a return en
velope addressed to us—the kind that we pay postage on only if
returned.”

Confirmation of Government Receivables

“A Stigma on the Reputation of Federal Government Account
ants” is the title of the following very interesting article which ap
peared in the June 1955 issue of The Federal Accountant. In the
article the author, who is a certified public accountant and Chief
of the Division of Accounts of the Maritime Administration, indi
cates very clearly his belief that the failure of some government
agencies to comply with confirmation requests does not reflect much
credit on the accounting of the different agencies concerned. How
ever, he also quite properly points out that certified public ac
countants should co-operate with the agencies fully.
"An examination of published annual reports of corporations doing
business with the federal government,” he says, “will disclose that
in many instances the certified public accountants’ reports on the
financial statements included therein makes reference to the fact that
they were unable to obtain confirmation of amounts due from agen
cies of the federal government. Representative examples of these
disclosures are shown as follows:
1. ‘It is not the general practice of the United States government
to confirm accounts receivable or payable; in the absence of con
firmation, we followed such other audit procedures as we deemed
appropriate.’
2. ‘Confirmation of certain accounts with United States govern
ment departments and agencies were not obtainable, but we fol
lowed such other auditing procedures as we deemed appropriate in
respect of such accounts.’
3. ‘Although we were unable to obtain confirmation of accounts
12
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receivable from the government, we satisfied ourselves as to these
accounts by other means.’
4. ‘It was not practicable to confirm the amounts due from the
United States government, as to which we satisfied ourselves by
means of other auditing procedures.' ”
5. ‘Amounts due from the United States government were not
confirmed, but we satisfied ourselves by other auditing procedures
as to these balances.’
6. ‘Because the United States government and certain other prime
contractors did not reply to our requests for confirmation, we satis
fied ourselves as to the amounts receivable from such customers
under defense contracts, aggregating approximately $_________ ,
by means of other auditing procedures.’
“In the aggregate, published annual reports of corporations are
studied, or at least read, by many millions of shareholders, and cor
porate officials and employees, as well as by investors, educators,
and other amateur or professional financial analysts, with this large
segment of the population on notice that we, the federal government
accountants, are either unable or unwilling to confirm receivables
from or payables to organizations with whom our departments or
agencies do business. This sort of reputation receives far more pub
licity than any information relating to progress we have made under
the joint program to improve accounting in the federal government
and it helps foster the erroneous impression of the public that gov
ernment employees generally are inefficient and unco-operative.
“I, for one, resent the fact that such an impression exists, particu
larly as it may apply to the employees of the Maritime Administra
tion, as our agency has made it a practice to answer each and every
one of the thousand-odd requests for confirmation we receive each
year.
“ The Statement of Accounting Principles and Standards for Guid
ance of Executive Agencies in the Federal Government issued by the
Comptroller General of the United States under date of November
26, 1952, provides that all agencies shall prepare balance sheets. If
an agency can prepare a balance sheet, it is inconceivable that un
derlying accounting records are inadequate for the purpose of an
swering requests for confirmation. Therefore, it would seem that
either the responsible accounting officials of the agency are unwill
ing to accept a basic responsibility that is inherent under the Budget
and Accounting Procedures Act of 1950, Public Law 784, approved
September 12, 1950, 64 Stat. 832, or that certified public accountants
13
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have assumed from past experience that ‘it is not the general prac
tice of the United States government to confirm accounts receivable
or payable’ and have acted accordingly.
“The irony of the situation is that while one group of federal gov
ernment accountants (administrative accountants) presumably has
not honored requests for confirmation of balances, another group
(auditors) has apparently requested and obtained confirmation of
balances from debtors, creditors and depositaries, either under com
prehensive audit programs of the General Accounting Office (see
article on ‘Audit Activities Today in the General Accounting Office’
by Robert L. Long in the March 1954 issue of The Federal Ac
countant), or under individual internal audit programs of the vari
ous agencies.
“All requests for confirmation of balances should be honored, not
only because we should co-operate with business organizations to
the same extent that we expect them to co-operate with us, but be
cause the steps we would go through in order to furnish replies
could be made to be an important feature of our agency’s system of
internal control. Furthermore, we should publicize the fact that we
do confirm balances so that certified public accountants will have
no basis for making statements in their reports such as the examples
cited.
“Of course, organizations that request confirmation of balances
have a responsibility for submitting the requests in proper form.
The request should be made by an authorized official of the organ
ization whose accounts are involved. The request should be sub
mitted in duplicate so that a copy may be retained by the govern
ment agency and prepared in such form that it may be completed
and returned to the organization or its certified public accountants
without the necessity for a letter of transmittal. It should be sent to
the proper agency or subdivision thereof, that is, to the particular
office of the agency where the accounts to be confirmed are main
tained. The balances should be supported by lists or schedules of the
individual notes, invoices, vouchers, deposits, or securities, showing
all of the pertinent details necessary for proper identification. The
balances should not include accruals or other unbilled transactions
that do not represent formal receivables or payables as of the date
confirmation is requested.
“All members of the Federal Government Accountants Association
should acknowledge their individual responsibility as professional
accountants in the federal service for constructive endeavors, by
14
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working toward the goal of removing the stigma under which we
are all placed by our failure to confirm accounts.”
Our Opinion
The situation with respect to confirming government receivables
has been troublesome and annoying for some years. For example, it
was the subject of formal consideration by the AICPA committee on
auditing procedure in Statement on Auditing Procedure Number 18,
“Confirmation of Receivables from the Government,” which was is
sued in February 1943 and is carried over into Codification of State
ments on Auditing Procedure, beginning on page 28. The 9th edition
of Accounting Trends and Techniques shows that 52 of the 600 cor
porate reports to stockholders for 1954 covered by the survey in
cluded in the auditors’ reports a statement to the effect that govern
ment accounts receivable were not confirmed. In 1953 and 1952 the
disclosure appeared in 61 reports in each year. These reports are
roughly 10 per cent of the reports surveyed but we have no way of
knowing how many of the other 90 per cent had receivables from
government agencies.
The accounting profession should be very appreciative of the
forthright attitude displayed by the author in coming to grips with
the problem. It is good to know that a substantial number of agen
cies in the government will confirm.
For its part, the accounting profession must not take it for granted
that the federal government will not confirm receivables. Auditors
should make all reasonable efforts to co-operate with the govern
ment. The author of the article has indicated some of the things to
keep in mind.
The experiences of some accounting firms indicate that, although
most government agencies are unwilling to furnish confirmations as
in usual commercial practice, special procedures can sometimes be
worked out. For example, one firm has found that sending the con
firmation request along with each public voucher filed by the con
tractor has produced satisfactory results. Such confirmations can be
signed either at the point of audit approval or of payment by the
disbursing officer without any particular burden on the government.
With this procedure, it has been found that the major portion of
amounts due from the government can, in most instances, be proc
essed and confirmed by the time the auditor has completed his
examination.
Another accounting firm has found that it can get confirmations
15
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from the local government auditing or disbursing office, whereas it
gets nowhere trying to confirm with a central office the total amount
owing by the government to its clients. This firm asks the local
government agency for confirmation of the last voucher submitted
by the contractor and also a list of outstanding vouchers, divided
between those approved for payment and those still under examina
tion. The confirmation request goes either to the audit agency or to
the disbursing office, as the case may be. This firm feels that con
firmation of receivables can be obtained, and that it is merely a
matter of working out the proper procedure at the right level.
Another method that has been suggested is to select specific gov
ernment vouchers and submit them to the parties or departments
concerned with a request that they advise the auditor whether or not
the particular bills had been paid at the balance-sheet date.
The point to be emphasized is that there appears to be a growing
number of federal government agencies that are willing to comply
with confirmation requests if only those who make such requests
will provide the information necessary to make it possible. Co-opera
tion with these agencies by certified public accountants will not only
result in better audits but should in time convince other government
agencies as to the feasibility and desirability of following in their
footsteps.
It seems likely, however, that there will be some cases in which
confirmation is not possible, and the question arises as to what posi
tion the auditor should take in such cases. It seems to us that he
should be guided in this matter by the discussion on page 28 of the
Codification of Statements on Auditing Procedure which suggests
that in many and perhaps most cases, the independent public ac
countant may, by reference to other evidence, be able to satisfy
himself as to the validity of such receivables. In such cases, he must
in accordance with page 21 of the Codification state in his report
that the confirmation procedures were not carried out. However, if
appropriate, this disclosure may be accompanied by a statement that
he has satisfied himself by other means.
The discussion on page 28 of the Codification also recognizes that
there may be some cases in which the independent public account
ant will be unable to satisfy himself by other methods, although as
applied to United States government business we believe such cases
will rarely be encountered. When they do occur, the auditor must
decide in the light of the circumstances whether the situation can
16
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be properly covered by taking a specific exception in the opinion
paragraph, or whether the exception is of such a nature and so mate
rial as to require him to disclaim sufficient basis for the expression
of an informed opinion regarding the financial statements taken as
a whole in accordance with Statement on Auditing Procedure Num
ber 23, “Clarification of Accountant’s Report When Opinion Is
Omitted” (pp. 18-20 of the Codification).

Confirmation of Hotel Guests Receivables

The question sometimes arises as to whether it is practicable and
reasonable to confirm by direct communication with the debtor the
guest accounts receivable of hotels serving transients. W e believe
the results accomplished by attempts to make such confirmations
without an undue amount of effort and expense are generally so
inconclusive as to be of little value. However, we do think it is
possible in most cases for an auditor to satisfy himself by other
means.
In considering this problem a distinction has to be made between
residential hotels and those serving transients. There appears to be
general agreement that in the case of residential hotels, where
guests are primarily on a weekly or monthly basis, it is usually prac
ticable to stamp the weekly or monthly rent bill with a request that
the CPA be notified directly of any difference ( a negative confirma
tion), particularly in the case of those tenants whose accounts reflect
arrears. There also appears to be general agreement that it is usu
ally practicable to confirm “city accounts” of either type of hotel.
The transient accounts present a different problem, however.
These accounts usually relate to guests who are in the hotel on a
temporary basis and the vast majority turn over in a matter of hours
or days. To obtain reliable confirmations would be very difficult, if
not impossible, in most instances.
Most hotels have developed a high degree of control over transient
accounts in that they pass through several hands and are subject to
constant activity. Also, there is the surprise element of possible
check-outs at any time during the twenty-four hour period and the
complete change of day and night personnel.
An extremely important factor in the internal control is the func
tion of the night auditor. This individual normally performs a com17
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plete tie-out of revenue by rooms by reference to occupancy reports
made by the maids and housekeeper. The night auditor also pre
pares a revenue transcript as an intermediate step for the book
keeping department.
In view of the difficulties in confirming transient accounts and
the effective internal control generally present, it does not appear
practicable and reasonable to require confirmation in the usual cir
cumstances. However, if the internal control is weak, or if there are
other questionable circumstances, it may be necessary to develop sat
isfactory confirmation procedures, despite the difficulties and ex
pense involved, if an opinion is to be expressed.
As to alternative procedures to be employed where confirmation
is not required, we believe it should be established that the high
degree of internal control which has been developed for hotel re
ceivables is actually in operation. A thorough test should be made
of the revenue transcript as of a date close to the audit date, includ
ing reference to the underlying reports from which it was prepared
and a follow-up of apparent discrepancies. Any delinquent accounts
of substantial amount which may happen to be included in the
transient accounts should be subjected to the usual confirmation
procedures as well as additional investigation as to collectibility and
approval from the point of view of the hotel’s policy with respect to
credit and payment terms.
In the foregoing remarks, we have assumed that the guest ac
counts receivable are material. If they are not material, confirmation
of them might be dispensed with for that reason, although it would,
of course, be necessary to make the usual thorough check of the
trial balances, the ledger account balances, payments, etc., to satisfy
yourself that the accounts are properly stated.

A Method of Confirming Receivables

A Chicago practitioner has sent us the following interesting case
covering a novel method of confirming accounts receivable:
“A few years ago we were called upon to audit the records of one
of the institutions which gives ‘cures’ for alcoholism, the institution
being at that time threatened with bankruptcy proceedings and our
audit being necessary to establish solvency.
“It developed that among the principal assets of the institution
was a series of notes receivable from former patients, most of them
18
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payable on an installment basis. The institution was unwilling for us
to send confirmations of any kind by mail, on the ground of embar
rassment, insisting that under such circumstances we were not very
likely to get a satisfactory number of replies.
“Finally, we worked out a special procedure. Inasmuch as the
notes were installment notes, it did not seem out of the ordinary for
the institution to telephone the makers and remind them of the next
monthly installment. By having one of the auditors dial the num
bers on an extension telephone and then listen in on the conversa
tions with the makers, it was possible to secure what we considered
to be a satisfactory acknowledgment of a very large proportion of
the notes. This verification, together with reference to the paying
history on the notes, was sufficient to establish solvency for the
institution.”

Confirmations from Companies
Using "Voucher System"

The American Institute is receiving an increasingly large number
of inquiries referring to situations where accounts receivable con
firmation requests were returned with a statement that the cus
tomer’s accounting procedures precluded compliance with the
request. Some of those writing us have implied that they believe
such a reply warrants the conclusion that the confirmation pro
cedure is impracticable, and that in time, use of the voucher system
may necessitate abandonment of the procedure. We are inclined to
disagree.
Our discussions of the problem with accountants support the be
lief that there is a trend among companies toward use of the voucher
system. However, many of them have found that it is possible to
obtain confirmations from such companies if the client provides
sufficient information. For example, in some cases it may be prac
tical to submit duplicate copies of sales invoices. In other cases, it
may be possible to arrange for confirmations if the client furnishes
a list of invoice numbers and other identifying data. Certainly, it is
more difficult to obtain confirmations in these circumstances, but
there are strong reasons for believing that it is usually practicable
to work out arrangements for obtaining them, and that basically it
should be considered a kind of a test of the auditor’s ingenuity.
Closely related to this problem is the problem of obtaining con19
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firmations in the case of clients that do not customarily send state
ments to their customers. There seems to be no question but that
a better response to the confirmation request is obtained when it is
accompanied by a statement of the customer’s account. Accordingly,
we believe CPAs should urge their clients to have statements pre
pared to accompany the confirmation request. The additional cost of
preparing such statements may very well be offset by the cost of
second or third requests, and by the cost of other procedures that
may be necessary if the response is not adequate.

Controlling Receivables During
Preparation of Confirmation Requests

Here is an interesting audit experience illustrating the importance
of controlling the receivable records while confirmation requests
are being prepared:
“When we began the audit our men, in groups of two, listed the
receivables, indicating delinquent accounts, and accumulating the
totals of the outstanding balances for the purpose of reconciling
these totals with the corresponding controlling accounts in the vari
ous general ledgers.
“Within a day or so after the listing and reconciling of the re
ceivables was completed, about 30 per cent of the accounts were
selected at random for verification by direct correspondence. It was
later discovered, however, that between the time of our listing the
receivables and the time of selecting those to be verified directly,
a certain employee who had withheld collections on a number of
the accounts, withdrew the pertinent cards from the trays so that
they would not be sent verification requests. When he knew that
we were through with this part of the work he replaced the cards.
“It was through another employee that it was learned that some
thing was wrong and, of course, when it was followed through we
found what had actually taken place.
“Granted that during the course of the audit we should be in con
trol of such things as receivables until we have reached the point
where nothing can be falsified, it still remains true that this is not
always done. Some of our younger men, particularly, might profit
by noting what happened in the case under discussion because an
untrustworthy employee had access to key records.”
20
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Procedures When Confirmation of
Accounts Receivable Is Not Practicable

Although the confirmation of accounts receivable by direct com
munication with debtors is generally practicable and reasonable,
there are cases in which other procedures must be employed. One of
our correspondents, who has his own medium-sized firm in New
York City, has sent us the following suggestions as to supplementary
auditing procedures which might be useful in such cases:
“There are two basic problems involved in checking the validity
of accounts receivable balances per the client’s books where inde
pendent verifications are not used or are not practical. First the
independent auditor must contend with a situation wherein the
principals of a client have entered false sales on the books to inflate
the accounts receivable (and consequently earned surplus) as of
the statement date. The other problem is created by a subordinate
clerk who has committed defalcations in the accounts receivable in
order to embezzle the client’s funds. The audit steps discussed below
in connection with these problems are not intended to be all-in
clusive but are to be considered as in addition to regular audit
procedures.
“In a situation where the client has a satisfactory internal control
system, false entries and defalcations could probably be detected
by the auditor in test-checking entries affecting accounts receivable
prior to the statement date or subsequent thereto. The failure of
these false entries to clear through the entire cycle of internal control
procedure could be detected by retracing the prescribed cycle of
such entries. The auditor could detect such failure by observing
that certain clerical signatures, department stamps, or entries on
intermediate records had been omitted or that necessary supporting
documents or secondary papers were missing.
“However, where a satisfactory system of internal control is not
present, the following steps can be taken to locate entry of false
sales on the books:
(1) Check the larger unpaid invoices as of the statement date to
the shipping records and verify delivery to the customer by securing
‘proofs of delivery’ from the carriers or by checking prepaid freight
invoices, if practical.
(2) Check sales returns and allowances after the statement date,
including reference to receiving department records and freight
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invoices to determine if large accounts open on this date have been
closed out by this method.
(3) Check, if practical, requisitions for merchandise withdrawn
from stockroom for shipment. Follow entries through inventory and
shipping records and look for appropriate clerical signatures on
documents.
(4) Review customers’ files for any correspondence which may
pertain to large open sales invoices at statement date.
(5) Check credit files for approval of release of merchandise for
shipment against invoices as above (No. 4).
(6) Check sales department files for copies of customers’ orders
and corroborative records on shipments for the invoices being in
vestigated.
“The second problem is the location of defalcations in the accounts
receivable where the internal control procedure is not satisfactory.
First the auditor can use step No. 4 above. Second, where client’s
customers pay by check, he can also use the following extension of
the ‘control of cash’ method during the two months immediately
following the statement date.
“Where practical the auditor should arrange with the Post Office,
through a controlled letter of authority on the client’s stationery,
to deliver all mail during the two months to a Post Office box the
only keys to which would be held by the auditor. The auditor would
review the mail, note all large checks received and any remittance
statements attached, and then trace the entries of these items from
the cash book as written up by the client’s clerks to the accounts
receivable ledger just prior to the first mailing of customers’ state
ments subsequent to the statement date. As an integral part of this
procedure the auditor must check the statements to the ledger and
then mail them himself.
“With the above procedure any defalcations committed prior to
the statement date could not be rectified during the following month
because of the auditors’ control of checks received and the new
customers’ statements. Complaints or comments received from cus
tomers in the second month’s mail should indicate to the auditor
whether or not there have been any defalcations in the accounts
receivable.
“If it is customary for the client’s customers to pay their accounts
by cash, a system, similar to that above, can be devised to control
cash and customers’ statements subsequent to the financial statement
date.
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“It is realized, of course, that these ‘control of cash’ procedures
may prove impractical or burdensome for the auditor and perhaps
expensive for the client. They should only be resorted to when other
auditing procedures are not practical or satisfactory.”

O B S E R V A T I O N OF I N V E N T O R I E S
How Much Error Should the Auditor
Tolerate in Inventory Figures?

What is the significance of an error in an inventory? Should the
auditor be disturbed most by the size of the error or the apparent
cause? These are the questions one of our readers asks us to discuss.
He gives us these facts about a job just finished by his office:
“We have an inventory of the finished product of an industrial
plant, making cast-iron pipe fittings ranging in weight from a couple
of pounds up to twenty or thirty, as well as component parts of
fittings much smaller. The inventory was found in bins for the most
part, and to a smaller extent in barrels and loose piles on the floor.
It is difficult to handle in that it requires a great deal of bending
over and related physical effort.
“The inventory was taken by laborers under the immediate super
vision of the plant superintendent and his assistant. Selected foremen
observed the actual counting and checked the counting while it was
being done to the extent of about a 25 per cent coverage. There
were approximately 1200 bins.
“Our audit produced the following statistics:
Bins,
Total
Total
Total
Total

etc., test counted..............................................................
178
items therein per client.................................................... 10,825
items therein per auditor................................................10,828
variances found................................................................
29
variances over 2%............................................................
16

“We feel that we covered the inventory adequately from the
standpoint of variety, location, size of item, size of bin, etc., and
present the conclusion that a proper interpretation of the above
statistics will indicate what can be expected with the remainder of
the inventory.
“One can quickly see that we are confronted with a situation
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where the over-all effect of a significant number of errors is rather
insignificant. Out of the 178 bins counted, the client’s counts on 29
were in error. Thirteen of those errors were very small, being less
than 2 per cent of the correct number. The remaining 16 errors
varied from slightly over 2 per cent to about 16 per cent. We noticed
no particular pattern which occurred among the errors.
“The question resolves itself into a question of the significance of
an error per se. Is it the size or the apparent cause of an error that
is material? In connection with the latter, should the auditor rely
upon ‘apparent cause’? Or should the auditor recognize that in
ventorying errors are errors of human nature and that a large error
is as easy to make as a small error?”
Our Opinion
These are important questions which every practitioner has to
answer frequently in his day-to-day practice, and we believe it is
possible to outline what general approach the auditor should take in
reaching a decision.
Every accountant of experience knows that all except the most
simple inventories are bound to contain errors, even after what is
regarded as a completely satisfactory determination has been
reached. As a rule, the accountant’s job is finished when he has been
able to satisfy himself that there are no reasonable grounds for belief
that such errors as may exist will be of sufficient materiality to have
a significant bearing on the financial statements which he is ex
amining. The analysis of differences which are brought to light by
tests made by the accountant obviously is something which requires
the exercise of mature judgment. So far as we know, no one has yet
been able (and we doubt that they successfully will be able) to
reduce judgment to a formula. The tests indicated by the count
might well cause the accountant to be unwilling to rely upon the
results in this case, and yet he might be very well satisfied in another.
All this leads up to the fundamental point that no one but the ac
countant himself can know when he is satisfied with an inventory.
It is a decision which he must reach for himself. But what criteria
or standards can he apply in reaching his decision in this respect?
It is apparent that our inquirer is approaching the question mainly
from a statistical point of view. This is undoubtedly an important
consideration in trying to reach a decision, but we think there are
other considerations which may be of equal importance. These in
clude the relative dollar value of the errors, the care and skill with
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which the inventory was taken by the client’s staff, and the cause of
the errors.
W e believe that many auditors are inclined to pay particular at
tention to the dollar value of the items. Thus, they would take into
consideration the extent to which the audit tests covered the invest
ment of the client in inventories, as distinguished from the coverage
in terms of quantities. They would want to know the dollar value of
the differences, the relationship of the dollar value of the sample to
the whole inventory, and the relationship of the dollar value of the
whole inventory to the total assets. If the dollar value of the differ
ences balanced out as closely as the total sample unit count, and if
the dollar variation of the sample, projected over the entire inven
tory, was not material compared with the total assets, we believe
they would probably be inclined to accept the inventory. Appro
priate consideration would also be given to any unusual items of
large value in the inventory.
Important as the relative dollar value of the errors may be, we
doubt that a conclusion should be based solely on that one con
sideration. Another factor to be considered is the care with which
the client took the inventory. The auditor’s conclusion in this respect
should be based not only on observation of that particular inventory
count, but also on his experience with previous inventories of the
same kind, as well as the client’s general or usual emphasis on care
ful inventories.
The person who made the inquiry does not indicate the care with
which the client took the inventory, but he does indicate that to
some extent it was found in barrels and loose piles on the floor and
that it is difficult to handle. It is not unreasonable at times to ask for
a general tidying up of the premises to facilitate the count. This is
one of the areas in which preparations prior to the counting can do
a great deal to produce more satisfactory results.
In appraising the care with which the inventory was taken we
believ e that auditors should also consider whether or not the client
took more care with the larger and therefore more valuable items,
because less exactness in count may be required of ells and bends of
little weight. If care were exercised with items of value and a quicker
count made of items of little value, the errors may not be significant.
Closely related to the matter of care is the question of the skill
with which the inventory was taken by the client’s staff. Large in
ventories require the participation of many people. All of us know,
before we start to work on the inventories, that these individuals
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will not be of equal competence. If the tests generally disclose the
same proportion of errors among the teams or groups working on
the inventory, and if these errors are not otherwise of prima facie
significance, then we would expect the accountant to reach the con
clusion that there is nothing unusual about the situation.
It is not infrequent that an auditor will find a high percentage of
errors. Further investigation usually indicates a lack of understand
ing of the instructions or some similar cause. Generally such situa
tions are cured by requiring that the work of the particular group
be redone.
Our inquirer states that the question resolves itself into the ques
tion of the significance of an error per se. He also inquires whether
the size or apparent cause of an error is material.
The size of an error, its significance to the total of the inventory,
and the number of errors in the taking or pricing of an inventory
must be considered in the light of the cause before the accountant
can arrive at a conclusion. However, as the preceding discussion
indicates, we do not consider either the size or the apparent cause
of an error to be necessarily the more important in a particular case.
In one instance the size of the error may be of greater significance,
but in another the cause may be the more important. If the errors
are attributed to carelessness by the client, lack of serious applica
tion, or intent, the situation may be more serious than indicated by
the number of errors.
It is at this point in the operation that the auditor might well ask
himself, “Are the errors mechanical or are they intended to de
fraud?” If errors of a purely mechanical or technical nature are
minor, we believe most CPAs would be inclined to make the neces
sary adjustments and accept the corrected inventory. If such errors
are material in relation to the total inventory, the auditor has the
perfect right to reject such an inventory in its entirety. W e believe
that many inventories have been rejected by auditors, and that re
counts are not at all unusual. If, however, the errors were inten
tional, regardless of their size, the CPA has the responsibility of
evaluating the general integrity of his client’s representations with
respect not only to the inventory but also to all other assets, liabili
ties, and income account figures.
We have tried to indicate some of the considerations which we be
lieve are most likely to enter into a decision as to whether or not
an inventory should be accepted in a particular instance. As indi
cated, questions of this kind are very difficult ones, and only the
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auditor on the engagement can answer them satisfactorily. The
answers require the exercise of experienced judgment, definite prob
ing and evaluating of the methods employed in taking the inventory,
and an evaluation of the general integrity and reputation of the
client whose representations are being relied upon. It is in dealing
with questions of this kind that the accountant departs from the
application of mechanical standards, and puts into play his profes
sional capabilities.

Gross Profits Test Not
Satisfactory "Other Procedure"

The committee on auditing procedure has indicated that there are
practically no instances in which an auditor can satisfy himself as
to receivables or inventories without confirmation or observation in
cases where those procedures are applicable. Some of the reason
ing behind this view is outlined in the reply of a member of the
committee on auditing procedure to the following inquiry from
another CPA as to whether, in the circumstances described, gross
profits tests would be satisfactory.
“A question has come up as to the proper reporting of inventory
in the annual audit report. Following are the facts involved:
“The company is a chain of four small grocery stores, with a
combined total sales volume of $1,000,000. Average net profit from
the proprietorship, before salary of proprietor, is $30,000. The books
of original entry are prepared by our firm from daily cash reconcilia
tion sheets and receipt stubs of the company. The monthly bank
statements are mailed direct to our office from the bank. Each
month we prepare a departmental gross profit statement and state
ment of profit and loss. Meat and produce department inventories
are taken each month with the grocery inventory being taken three
times per year. Ninety-nine per cent of the sales are cash and carry,
with only a small amount being paid out in cash. Each day’s net
cash is deposited in the bank, intact. Separate bank accounts and
separate ledgers are kept for each of the four stores. Gross profit
percentages are determined each month and are very much in line.
“In our end-of-the-year audit, confirmations of the bank accounts
and loans were made, insurance policies examined, all cash ac
counted for, along with fixture additions, and other such auditing
procedures as we consider necessary. The inventory of $53,597.47
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was not verified by being present at the taking; however, the in
ventory statement was received from the client.
“Following is a condensed balance sheet of the proprietorship:

Current Assets (Including inventory of $53,597.47)
Investments (Land, Notes Receivable, and Stock)
Capital Assets—Less Accumulated Depreciation
Prepaid Expenses
Total Assets
Total Current Liabilities (Including Notes Payable
of $7,000.)

Liabilities Not Due Within One Year
Net Worth

Total Liabilities and Net Worth

$ 64,837.90

17,236,97

81,678.57
2,598.40
$166,351.84
$ 28,675.36
13,180.29
124,496.19
$166,351.84

“A long-form report is to be rendered which will include a para
graph to the effect that the inventory was not verified by being
present at the count, but that other auditing procedures were taken,
including monthly gross profits test indicating that the inventory as
stated was reasonably correct. It has been suggested that the follow
ing would be the proper method of reporting the above:
“ ‘I have examined the Balance Sheet of the XYZ Company, at
December 31, and the Statements of Profit and Loss and Net Worth
for the year then ended. Except as explained in page 2 (referring
to the preceding paragraph regarding the inventory) my examina
tion was made in accordance with generally accepted auditing stand
ards and accordingly included such tests of the accounting records
and such other auditing procedures as I considered necessary in the
circumstances. In my opinion, the accompanying Balance Sheet and
Statements of Profit and Loss and Net Worth present fairly the
financial position of the XYZ Company at December 31, and the
results for the year then ended in conformity with generally ac
cepted accounting principles applied on a basis consistent with that
of the preceding year.'
“I would appreciate your opinion as to whether you feel that the
above would be proper reporting in accordance with proper audit
ing procedure. I feel that by the monthly gross profits test I could
fairly accurately determine the inventory, and especially since by
visiting the stores each month a visual check can be made as to
whether the inventory varies to any great degree. I am, however, in
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doubt if the above is properly presented. Would you please com
ment and possibly suggest other ways of reporting?”
Committee Members Reply
“I am inclined to doubt that it is appropriate to give the opinion
you do, which is an unqualified one, in the circumstances outlined
in your letter.
“You take appropriate exception in the ‘scope’ sentence and the
explanation provided is doubtless clear, at least to a well-informed
person. The gross profits test probably does not mean much to some
people.
“You give no outline of internal control, but for four small grocery
stores which do not keep their own accounting department it would
not appear that internal control could be deemed completely re
liable as to the inventories. The gross profits test indicates that the
valuation is probably reasonable and also the quantities, based on
past experience, provided the quantities are on hand. There is no
assurance, however, that the inventory is not overstated to cover
stolen goods or unaccounted for goods or even excessive spoilage. It
would appear, therefore, that on some reasonable and minimum
basis the accountant should come in contact with the inventories in
a manner satisfactory to him.
“I would think that you could arrange for tests of the inventory
at odd dates when they are taken, and not necessarily at the year
end, without any increase in the cost of your service. This assumes
that the stores are reasonably convenient to you or in fairly close
neighboring communities.
“I realize that this answer is based on theory, but I find it difficult
to accept so-called other verification of inventories under the cir
cumstances; and, as stated above, I believe that, if you take all the
clerical work involved to study the situation adequately, it would
be better for you to eliminate a day’s work occasionally and apply
that day to observation of one of the physical stocks at the time the
regular inventory is being taken some time during the year. You
need not do all the locations but could get around gradually.
“There is, of course, missing from my reply this thing called ‘feel’
which is important to accountants. You have a long acquaintance
with your client and his operations, and I think in every case one
of the important circumstances on which we rely is the con
nection between our actual audit work and our acquaintance with
the organization, not only its personnel but its methods. And, in the
29
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last analysis, your opinion reflects your judgment. When you are
satisfied is the time for you to sign the certificate, but I believe in
this case it would be difficult to eliminate entirely this physical
contact with inventories and still issue a clean certificate.
“Your client is also losing the benefit of your critical observation
of the care with which inventories are taken and the effect on em
ployees of your presence. They would undoubtedly be more careful.”

How Much Reliance on Inventory
Certificate of Outside Specialists?

Reliance upon the certificate of an outside firm of specialists as to
the value of a client’s inventory at the date of the physical count
presents some interesting problems in report-writing. A case in point
was recently submitted to us as follows:
“A number of our larger automobile dealership clients are em
ploying an outside service company that specializes in counting,
pricing, extending, and footing parts and accessories inventories.
The company does considerable work of that nature in this section
of the country.
“We would like your opinion as to whether it would be necessary
to qualify our opinion on operating statements and balance sheets
other than stating that the inventory was taken and certified to by
the service company that does the work.
“Under the above circumstances, of course, we would not con
template doing any of the inventory work other than accepting the
certificate as of the date the inventory was taken, adding any pur
chases and subtracting the cost of sales for the short interim period
not exceeding one month to the date of our audit.”
Our Opinion
This question has not, to the best of our knowledge, been con
sidered by any of the Institute committees, nor do we know of any
discussion of it in accounting literature.
It seems to us that the counting of the inventory by an outside
service company is not, of itself, a satisfactory substitute for the
auditor’s own observation of the counting. The auditor’s concern,
in this respect, is primarily to satisfy himself that the inventory is
properly stated. It is not his function to “take” the inventory or to
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develop the necessary records. That is the client’s function. If the
client engages a competent, independent service company to per
form that work on his behalf, there would appear to be in effect a
degree of internal control with respect to the inventory which should
give the auditor considerable assurance. However, as in other cases
where the internal control appears to be good, the CPA should not
rely upon it without investigation to satisfy himself that it is operat
ing in a satisfactory manner.
Undoubtedly the most satisfactory method of ascertaining whether
the outside service company has done a good job is to have some
one present at the inventory count to observe its representatives’
work, and to perform the other auditing procedures that would be
applicable if the client’s staff were doing the job. Where that is
done, it seems to us, no qualifications, either in the scope of the
audit or in the opinion sections of the report, would be necessary.
Of course, the CPA may have had enough experience with the work
of the service company to be satisfied that its representations may
be relied upon. In that case we would assume a much more curtailed
test of its procedures would suffice. However, to avoid mention in
the scope section, we think even in such a case there would have to
be some physical observations and tests.
When the auditor has not observed the inventory-taking, he must,
under the Codification of Statements on Auditing Procedure, page
21, disclose that fact in his report. Therefore, in the circumstances
described, the CPA should clearly disclose in the scope section of his
report that he has relied upon the outside service company’s certi
fication as to the inventory.
Under the Codification, page 21, it seems likely that a disclaimer
of an opinion on the financial statements as a whole will have to be
made in this case if the amount of the inventory is material. We
understand that no work on the inventories is contemplated, except
as may be necessary to reconcile the balances at the balance-sheet
date with the balances determined by the service company at the
date of the count. In other words, our correspondent contemplates
relying entirely upon the certificate of the service company. Unless
he should decide to expand the scope of his examination, it seems
to us that, under the circumstances, he would not have a reasonable
basis for assurance as to the inventory.1
1 In the original publication of this item, prior to the publication of the Codifi
cation, a qualified opinion, rather than a disclaimer, was suggested.
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Inventories in Public Warehouses

W e believe the following exchange of letters between two promi
nent members of the American Institute of Certified Public Account
ants presents an excellent analysis of the practical aspects of the
auditors responsibilities in verifying inventories in public ware
houses.

inquiry. “What reliability can be placed upon public warehouse
receipts from the standpoint of accepted auditing standards?
“A grain dealer had purchased some $250,000 worth of grain
which he stored in a public warehouse and received negotiable
warehouse receipts. These receipts were hypothecated with a bank
for a loan of some $200,000. It has just developed that the owner
of the warehouse also was a dealer in grain and had purchased a
large quantity of grain at a relatively high price compared with
today’s prices. With a later drop in the market he got into difficulties
in meeting his obligations and sold not only his own grain but also
grain stored and against which he had issued negotiable warehouse
receipts. As a consequence the warehouse receipts are now without
support and all those who had stored grain in this warehouse natu
rally stand to lose.
“As the warehouse was a relatively small one and was not one
termed a 'bonded’ warehouse, it seems to me that accepted auditing
procedures would have required the auditor to go further than
merely to confirm the warehouse receipts by correspondence with
the warehouse and it would have been necessary to have visited the
warehouse for the purpose of determining whether grain was on
hand. However, depending upon the time of the audit, such deter
mination that a quantity of grain represented by the warehouse
receipts held by the concern under audit might not have developed
the fraud because to determine whether the quantity of grain on
hand in the warehouse was adequate to meet all the outstanding
warehouse receipts would have necessitated an audit of the accounts
of the warehouse. Of course, such an examination might have de
veloped the fault because at the time of the examination of the
stock the quantity remaining might not have been sufficient to sup
port the warehouse receipts, the integrity of which was being con
firmed.
“It seems to me that in the case of a well-known, large, and
bonded warehouse, it is sufficient to rely upon a confirmation that
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the warehouse receipts held by the concern under audit actually are
outstanding. In the case of a small warehouse, however, it seems to
me that auditing procedure should go further, as I just said, and
confirm that there is at least sufficient grain in the warehouse to
support the warehouse receipts in question. However, it does not
seem reasonable to me to go further, and in fact, as a further veri
fication would require an audit of the warehouse accounts, it would
not be practicable, at least under ordinary circumstances.
“It further seems to me that in such a situation the examining
accountant would have no responsibility even if he had proceeded
no further than to confirm that the warehouse receipts in question
were outstanding, upon the basis of information from the ware
house, although he might be subject to some little criticism if he
had not proceeded further and satisfied himself that at least suffi
cient grain was on hand to support the warehouse receipts in ques
tion.
“It seems to me that the situation is quite comparable to one in
which a large account receivable, from a well recognized concern,
and a concern in which there is no conceivable indication of un
collectibility, is subsequently found to be uncollectible as a result
of a large defalcation by an employee of the debtor.”

reply . “ ‘Extensions of Auditing Procedure,’ 1 as you will recall,
states that direct confirmation in writing from custodians is an ac
ceptable procedure in substantiating inventories which in the ordi
nary course of business are in the hands of public warehouses but
specifies that where the amount involved represents a significant
proportion of the current assets or the total assets of the client, the
auditor should make supplementary inquiries. The Tentative State
ment of Auditing Standards,2 approved and adopted by the mem
bership of the Institute in September 1948, takes the position that
such confirmations obtained from custodians are valueless unless
there is reasonable evidence of the bona fides of the custodians.
“In my judgment the appropriate procedures in any particular
case may be determined only in relation to the circumstances of
that case. Obviously, the first consideration in determining the need
for supplementary inquiries as evidence collateral to confirmation is
the materiality of the amount of inventory in the hands of a par
ticular custodian. If a material amount is involved, clearly the
1 See page 22 of Codification of Statements on Auditing Procedure.
2 Revised as Generally A ccepted Auditing Standards. See page 38.
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auditor must consider the need for additional procedures even
though he may have received what appears to be a satisfactory con
firmation from the custodian. If his examination of the practices and
policies of his client reveal that it is the custom of the client to make
rather searching inquiries into the financial stability of warehouses
before entering into a business relationship and if, for example,
the client has obtained a report on the particular warehouse in ques
tion from a reputable credit investigating organization (which is not
an uncommon practice in the case of companies which utilize ware
housing facilities on a wide scale) or if the client has an internal
audit organization which periodically visits warehouses (as many
do) then, in my judgment, the independent public accountant need
not proceed further unless there clearly is something unusual about
the circumstances which suggests the need for additional work.
“If the independent public accountant in the light of the circum
stances in a particular case determines that additional steps are
required, it then seems to me that there are two areas with which
his supplementary evidence should be concerned. The first of these
deals with obtaining satisfactory evidence as to the bona fides of the
custodian and his financial responsibility; the second has to do with
considerations of the need for checking the client's property by
physical inspection and count. As to methods of satisfying himself
in respect of questions in the first area no particular problems would
appear to exist. As to the second phase, in my judgment, the nature
of the inventories in question is an extremely important if not a
controlling factor in determining the significance of any further work
which might be considered by the auditor. For example, if the
client s property is susceptible of easy identification, as is true in
most instances, the auditor may well consider the need for visiting
the warehouse and making either a test or a complete count of the
stock depending upon the conditions prevailing in the warehouse.
“The case reported in your letter is one involving fungible goods.
In such instances it seems to me that no useful purpose could be
served by the auditor visiting the warehouse for the purpose of in
specting quantities. Certainly any such counts would be meaning
less without a complete examination of the accounts of the ware
house even though the auditor might ascertain that there was at
least sufficient grain in the warehouse to support warehouse receipts
of his client. In my judgment the auditor who adopted such a pro
cedure would be worse off than if he had never gone near the ware
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house because he presumably would be accepting evidence which
he himself would have to admit was inconclusive.”
Our Opinion
Although not directly a part of the question under discussion in
the above letters, mention might also have been made of the effect
on the auditor’s report of circumstances where supplementary in
quiries as to the physical existence of the inventories in warehouses
are believed necessary, but because of their inconclusiveness are con
sidered impracticable.
It seems apparent that when the auditor is not satisfied as to the
existence of a substantial proportion of the inventories, he should
explain the situation in his report, if the amounts are significant, and
should give careful consideration to whether he can give an opinion
in the circumstances. Such action appears to be in accordance with
Codification of Statements on Auditing Procedure, page 21, which
requires disclosure of any omission of the standard procedures, in
this case the omission of supplementary inquiries deemed necessary
in the circumstances. Such action would also seem to be required
from the broader viewpoint that the auditor should place the reader
of his report on notice whenever he has not been able to satisfy
himself as to the fairness with which any significant financial infor
mation is presented.

Special Conditions Justify
Limited Inventory Observation

A reader points out that brewers’ inventories of beer, grain, and
stamps are kept under close surveillance by the Treasury Depart
ment’s Alcohol Tax Unit agents. This is accomplished by means of
regular production, sales and other reports, and physical inventories
at unannounced intervals. Thus, he suggests, inventories as of an
audit date may be satisfactorily substantiated without the usual ob
servation procedures.
Two questions which follow in this situation are: (1 ) Is it appro
priate to insist upon following observation procedures? (2) If the
procedures are not carried out, is it appropriate to insist upon quali
fying the report because generally accepted auditing procedures
have not been followed? While such procedures would not be im35
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practicable in the case of brewers’ inventories, the reader questions
whether it is reasonable to insist upon the procedures or qualifica
tion of the report in such cases.
Our Opinion
We believe that, while the checking performed by tax agents pro
vides some measure of assurance as to the accuracy of the inven
tories, the independent accountant should not rely entirely on the
work of others to form the basis of his opinion. The opinion being
expressed is that of the auditor, and he should take steps himself
to be satisfied there is an adequate basis for it. It seems reasonable,
therefore, that the independent accountant should preferably be
present during at least part of the inventorying, and should proba
bly make some limited tests. However, he would be justified in tak
ing into consideration the fact that tax agents are in close touch with
the inventory in much the same way as he would take into consid
eration the effectiveness of the internal control. In fact, we would
be inclined to consider their work to be a part of the internal control
set-up in the company and, if records of their work available to the
auditor indicate they are doing a good job, would be inclined to
think that the procedures could be quite limited.
If the observation procedures are not carried out by the inde
pendent accountant, it is necessary to insist upon disclosure of that
fact in the scope section of the report. However, if a review of the
agents’ procedures satisfies the auditor that the inventory figures
may be relied upon, and if he is willing to take responsibility for
the adequacy of this review as a substitute for the observation pro
cedures, he should state that on the basis of other auditing proce
dures he is satisfied that the inventory is as represented, and, there
fore, his opinion should not be qualified. On the other hand, if he is
not satisfied in that manner and the observation procedures are not
performed, he would probably have to deny an opinion. The ques
tion of expressing an opinion when the observation or confirmation
procedures have not been employed is discussed on pages 20 and
21 of Codification of Statements on Auditing Procedure.

What Is Auditor's Responsibility
for Quantities of Coal Stored in Piles?

Outlined in the following paragraphs is a problem which, although
not unusual, calls for ingenuity on the part of the independent ac
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countant. It is the problem of how to deal with situations in which
large amounts of inventory are stored in piles. The facts of the case,
as described by a reader, follow:
“The ‘X’ Coal and Dock Company is a large wholesale and retail
coal company operating nine docks. The company maintains sub
stantial inventories of various types of anthracite and bituminous
coal and coke at each of its nine docks. The total year-end inventory
varies between five and eight million dollars, valued on the last-in,
first-out basis.
“Perpetual records of all purchases, sales, and stock on hand are
maintained at the company’s main office. However, since the firm
purchases great quantities of mine run and lump coal, and since
there are substantial degradation factors to consider, the perpetual
inventories are more or less on an estimated basis. Purchases and
sales, of course, are accurately recorded by actual weight and meas
ure, but, due to the appreciable degradation factors involved, the
quantities remaining on hand revert to estimated figures. The degra
dation factors which are used are based upon the experience of the
company in the past.
“The company does not take physical inventories of its coal. Per
petual records are relied upon exclusively, and these perpetual rec
ords are checked to physical quantities only when certain piles are
very low. Because of the degradation factor, the company frequently
ships out more of specific types of coal than it had on hand (per
perpetual records) near the end of the heating season, although it
is unusual for any type of coal to be completely exhausted from the
inventory before the piles are being built up again for the following
year.
“The company maintains excellent records and has a good system
of internal control. Occasionally the company requests estimates of
quantities of various types of coal on hand from their dock foremen
and supervisors. These estimates, by qualified experienced men, vary
greatly with each other, and vary greatly with quantities shown by
the perpetual records. It has been the experience of the company
that the perpetual records are reasonably accurate, and that the esti
mates of quantities by their own experts are usually very poor—
particularly when quantities on hand are large. W e assume that
independent coal experts would be no better at estimating quantities
than the company’s own men.”
The reader then asked three questions as follows:
“ 1. In the circumstances described, would it be considered accept
able auditing procedure to certify to the balance sheet of the com37
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pany, with qualifications fully explaining the impossibility of veri
fying inventory quantities?
“2. Assuming that estimates of quantities should be attempted,
what is the responsibility of the independent auditor in regard to the
classifications of the various types of coal? To what extent must the
quality of the coal be verified?
"3. Where large piles of coal exist, what effort can or should be
made by the auditors to determine that the entire pile is of a single
grade, rather than a poor grade covered with a layer of high grade
coal?”
Our Opinion
In most examinations of this type it is possible to obtain reason
able estimates of quantities of coal on hand through measurements
of the piles, and grading of samples, by qualified personnel. When
that is the case, the situation is no different from other cases of ob
serving the inventory-taking. The auditor should be present to
observe the measurement of the piles. He should satisfy himself that
the degradation factors used appear to be reasonable in the light of
the company's experience and that they are correctly applied. He
should also make sufficient tests to satisfy himself that the perpetual
inventory records are properly adjusted. When that is done, it seems
to us the accountant has complied fully with “Extensions of Auditing
Procedure” and is justified in submitting a report without qualifica
tion as to inventory quantities. However, the situation here described
may be similar to the type of case discussed on pages 33 and 34 of
Codification of Statements on Auditing Procedure, in which physi
cal confirmation of quantities is not practicable or reasonable.
In such circumstances, we believe the decision as to whether an
opinion should be expressed depends upon whether there are other,
special procedures the auditor may employ to obtain comparable
assurance as to the inventory figures. If he is able to devise such
procedures, he may express an opinion. If not, he should disclaim
an opinion, giving the reasons why. However, even if he has been
able to satisfy himself by other auditing procedures, he must, under
the Codification, page 12, explain in his report that the counting of
the inventories was not observed.
We are not in a position to outline procedures which would neces
sarily be satisfactory in this case. However, it appears from the in
formation given us that the auditor should be able to devise some
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which would be suitable. For example, a careful review of several
years’ results in checking perpetual inventory records with physical
quantities when the piles are low should provide considerable assur
ance as to the reliability of the degradation factors used to adjust
current inventories. Analysis of purchases and sales subsequent to
the balance-sheet date sometimes provides useful information. Even
though checks of the piles by qualified personnel are not accurate
as to the quantities of different types of coal within the piles, they
should give reasonable estimates of the aggregate quantities on
hand. If practicable, it would be desirable for the auditor to be
present during the physical inventory of some of the piles to satisfy
himself as to the care and accuracy with which the quantities are
determined and the perpetual inventory records are adjusted. This
could be done at such times as the inventories of individual piles
are taken, even though not at the balance-sheet date. Inquiries of
those who actually work with the piles are often very helpful.
Possibly all of these procedures taken together would not be ade
quate. However, the cumulative results of such procedures, together
with results of other phases of the audit, might provide an adequate
basis for an opinion. This is a matter which the independent ac
countant must decide for himself in the light of all the facts.
As to the auditor’s responsibility for the quality of an inventory,
it is well established that he is responsible only for such informa
tion as is reasonably available to a careful auditor in the course of
his audit. He is not presumed to be an expert on materials, and he
does not assume the degree of responsibility expected of an ap
praiser.

Responsibility for Contents of Containers

To what extent should the auditor ascertain the contents of con
tainers, such as canned goods, in the observation of inventories,
when nothing in his auditing procedures has raised the suspicion
of fraud? This question was brought to our attention recently in a
discussion of a court case involving a warehouseman’s responsibility
for goods stored with him.
In this case a packer of canned sea food placed some of his in
ventory in a local bonded warehouse, and received negotiable ware
house receipts which he pledged as security for a loan with a loan
39

Auditing Procedures

company. Shortly thereafter he defaulted on the loan and the loan
company took steps to liquidate it by disposing of the inventory rep
resented by the warehouse receipts.
The warehouseman delivered the items covered by his receipts
but, upon inspection, it was found that the cans contained only wa
ter. When this was discovered the loan company made demand
upon the warehouseman, who denied liability, calling attention to
the fact that the receipts contained over his signature the statement
“weights, contents and quality unknown.” The loan company en
tered suit against the warehouseman contending that his receipts
were his warranty, and that accordingly judgment should be ren
dered in its behalf. The court rendered judgment in favor of the
warehouseman, saying that “the court is of the opinion that the obli
gation of a warehouseman is to deliver or restore the precise object
which he received.”
In the light of this decision at least one CPA suggested that it may
be necessary for an auditor to inspect the contents of merchandise
stored in public warehouses or with other outside custodians in
order to assure himself that the actual merchandise as described is
on hand and in good condition. Our discussions of the case with
other CPAs, however, lead us to believe that most practitioners
would not consider such a procedure appropriate in the absence of
suspicion of fraud.
There are several points that should be made in considering the
case. In the first place, if the procedure would be appropriate in the
case of inventories in warehouses, it would be equally appropriate
in the case of inventories stored on the client’s premises. Obviously,
the contents of any containers opened will be spoiled. As a practical
matter, therefore, any test would have to be quite small. Some of
those with whom we discussed the problem favored a very limited
test as a matter of general assurance. Most felt, however, that it is
inadvisable for an auditor to make a test that he feels is inadequate.
They emphasized that the observation procedure is only one of a
number of procedures applied to inventories, and they were inclined
to believe that an auditor would be justified in relying on these other
procedures to reveal clues as to possible fraud that should be in
vestigated further.
As to general practice in this respect, most of those with whom
we discussed the case visit warehouses if the inventory involved is
material in amount but they do not open containers unless fraud is
suspected.
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Checking Vending Machine Inventories

How do you check inventories in vending machines scattered in
small quantities over wide geographical areas? Is it worthwhile to
observe the count in some of the machines? If this is not practicable
and reasonable, are there appropriate “other procedures”?
One of our readers presented the problem as follows:
“The machines are operated (usually owned, but sometimes leased)
by a corporation. They are scattered throughout the state. At any
focal date they may contain from zero to capacity in merchandise,
and from capacity down to the minimum change fund in coins. How
can the auditor satisfy himself that the inventory is correct, and give
a clean opinion? To observe the taking of the inventory in even
25 per cent of the hundreds of machines would require a staff and
travel expense that would be not just inordinate, but greater than
the maximum value of the inventory. Nor can the inventory be de
termined on a cut-off basis. The great value of the vendors is that
they are off duty only when out of order. To close them down even
for a half day while jet-propelled inventory crews visited each one,
is a physical as well as financial impossibility. How, then, can a con
scientious auditor satisfy himself by other means that the inventory
is substantially correct?”
His answer to the problem was this:
“1. Arrange for a continuous audit. The corporation’s regular
route men send or bring in weekly or semi-weekly reports. These
are checked by the managers, and copiously test checked by the ex
ternal auditor (CPA ) every month. Conspicuous reports of over and
short should be double-checked by a field manager.
“2. The external auditor should, from time to time, go out on the
route with one of the corporation’s managers, and observe the way
in which the machines are serviced.
“3. At the end of the fiscal year the president of the corporation
should issue positive instructions to all route men and branch man
agers to make every effort to service more than the usual number
of machines on the last day, and deposit all cash collected. This may
involve overtime pay, and management dislikes that.
“4. In issuing his opinion, the CPA must explain the impossibility
of getting an exact inventory, but that he has used his best efforts to
obtain substantial accuracy.”
As his answer implies, he is not satisfied that he has found the
practical solution to the problem, and has asked us whether there
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is a better one. Accordingly, we submitted the problem to several
practitioners for their thoughts. Two of them answered by describ
ing actual cases in their own practices. They are so interesting that
we are presenting them in full.
Practitioner A answered as follows:
“I will attempt to present a general outline of the procedures
which we followed in one case history.
“Based on the most recent balance sheet which we examined, it
would be our estimate that approximately 14 per cent of total cur
rent assets represented inventory items physically located in vending
machines. There were approximately 36,000 machines in use, scat
tered over a wide geographical area. The inventory items physically
located in the vending machines represented about 23 per cent of
total inventories and consisted principally of cigarettes, candies,
gum, other small packaged food products and change funds.
“A card file was maintained by the company for each machine
listing, among other things, the machine number, type of machine,
year of manufacture, number of columns, and capacity of the ma
chine. Each machine was continuously serviced on an ‘imprest’ basis.
In applying the ‘imprest’ basis, control was maintained of the num
ber of packaged items which a machine carries. The average value,
at cost, of merchandise in each machine approximated $30 to $50
depending upon the type and capacity of the machine. Control of
the machine was maintained on a divisional basis, each division
being supervised by a manager who in turn supervised a number of
servicemen. The serviceman handling a particular route was re
quired to turn in periodically the cash proceeds resulting from the
sales made from the machines. This was done daily, semi-weekly,
or weekly depending on the size of the area covered by the service
man. The serviceman would refill the machines so that at all times
he would be responsible for the ‘imprest’ quantities of each ma
chine, represented either by merchandise or cash equivalent to the
sales value of merchandise sold from the machines. In a number of
cases, particularly in metropolitan areas, the sales activity required
more frequent servicing of the machine than once a week. The card
records indicated at all times when the machine was last serviced.
“At the time we attended at the physical count of the inventories
on the company’s premises, our representatives counted the cash
funds being turned in by the various servicemen and tied in the
funds counted with the ‘imprest’ amounts for which the servicemen
were responsible. Likewise, the merchandise turned over to the serv
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icemen for the purpose of bringing the machines up to their ‘im
prest’ capacities, was counted and tied in with the perpetual inven
tory quantities recorded as having been turned over to the service
men. On one occasion our representatives checked on a limited
basis the contents of some vending machines; however, it was our
conclusion that the small amounts involved at each location and the
large number of locations, scattered as they were geographically,
did not justify the disproportionate expense and labor which would
have been necessitated to make a test of the physical quantities in
the machines in a manner which would be effective.
“In the instance of the company to which I have reference, it was
the regular practice of the division supervisors to accompany the
servicemen at various times during the year on their routes and to
make test-checks of the merchandise and cash in the machines to
support the amount on an ‘imprest’ basis indicated by the card rec
ords. In addition to this, some of the executive officers of the com
pany, upon their visits to the various division locations, made it a
regular practice to carry out similar test-checks of merchandise and
cash in the machines.
“Experience over a period of some years developed no major dis
crepancies. There were, of course, some peculations in an operation
as large as this, but they were minor in amount. Interestingly
enough, some involved substitution by the salesman of lower priced
merchandise in the vending machine for the company’s merchan
dise.”
Practitioner B replied as follows:
In this case the company operates nationwide with many thou
sands of machines installed in various types of business establish
ments. Geographical areas are assigned to subsidiary corporations
with the management of each corporation being responsible for con
duct of operations in the area and receiving as an incentive a share
of the profits of their corporation in excess of stated amounts. The
central organization of the company provides administrative, pur
chasing, and accounting services for all of the subsidiaries. The ac
counting services extend to maintaining complete general books of
account for each subsidiary company.
“The merchandise consists of packaged national brand name prod
ucts and purchasing prices and selling prices are the same in all
areas.
“The vending machine industry is unique in that each of the many
thousands of machines provides to an extent its own element of
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internal control which is strengthened by the nature of the organiza
tional set-up required to service the machines efficiently. Opera
tional responsibility is distributed to independent managements in
many areas. Individual machines are assigned to route men for serv
icing on predetermined schedules. A record of each machine is
maintained showing the total capacity of the machine by type of
product.
“In practice these schedules become routinized to the point where
the route man's familiarity with each daily route enables him to
requisition on a permanent basis the quantities of merchandise
which he will require for servicing the machines to be visited on any
one day. Upon completion of his daily route, the route man submits
a report by machines showing collections from the machine and
quantity of merchandise placed in the machine. The cash collections
returned by him are balanced in the office against the retail value
of merchandise which he reports as placed in the machine. Any
shortages or overages are applied against the route mans account.
“The route men are supervised by a route supervisor whose func
tions include the review of reported sales of machines and visits to
machines to make test-counts of cash and quantities of merchandise
in the machine. Since the route supervisor knows exactly when the
machine is scheduled to be visited by a route man, his visits can be
timed to fall shortly before, so that his counts should approximate
the report of collections submitted by the serviceman.
“A further over-all control of operations is obtained in the central
office where complete information as to machines in use by each
subsidiary is available and also control records indicating quantities
of merchandise purchased and shipped to each subsidiary. Repre
sentatives from the central office also make periodic visits to the
subsidiary companies to observe the conduct of operations and the
utilization of the vending machines.
“With the foregoing controls in effect, kiting or withholding re
ceipts by a route man would be almost impossible to conceal for
more than a very short time. The mechanized procedures for han
dling and counting coins and packaging for deposit also make any
systematic abstraction impossible to conceal for any protracted
period. Emphasis has been placed on the cash controls because cash
and inventory control are interdependent.
“Turning to the specific question as to inventory cut-off it is, of
course, impossible to determine physically as of the close of any
period the respective amounts of merchandise or coins in the many
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thousands of machines distributed over the country. However, in
approaching the problem, we can rely on the sound internal control
obtained from the assignment of functions within the organization,
the number of personnel involved, and the many checks upon the
operations of each individual.
“At the conclusion of an accounting period the inventory in the
machines is determined by tabulating the recorded capacity of every
machine in operation. Reliance on this record of recorded capacity
is justified based on the internal control as described above. This
reliance is supplemented by performance of sufficient audit tests of
route men’s reports subsequent to the cut-off date to satisfy ourselves
that collections reported reasonably substantiate the reported ma
chine capacities. W e are aware, of course, that on this basis we are
including in inventory an unknown amount of sales. However, this
results in a conservative presentation of financial condition and the
effect on net income for the period is minor since the amounts of
unrecognized sales are offset by recognition of similar amounts at
the beginning of the period. We also make substantial tests of total
collections reported by route men for several days after cut-off dates
by comparison with selected periods for the year, to satisfy ourselves
that there were no significant variations in the reported operations
of the machines at the end of the accounting period. One of the
strongest assurances that the machine was fully stocked and in
operation is the continuous inflow of large quantities of coins.
“Based on experience in this case, the conclusion can be drawn
that the vending machine business, when properly organized and
operated, lends itself to the development of a system of internal
control upon which the accountant, after satisfying himself by ap
propriate tests that the system is functioning, is justified in placing
reliance. Based thereon, the inventories as determined from tabula
tions of the machine’s capacity records can be accepted as satisfying
the requirement of diligence placed upon the auditor in order to
render his opinion on management’s representation as to the inven
tory in the machines.”
Three others to whom we submitted the question had not had any
personal experience with vending machine operations. However,
their reactions were also interesting. Two of them were inclined to
believe that some testing of the inventory and cash in the machines
should be made. They recognized that the tests would have to be
very limited, but their comments implied that they believed they
would like to have the greater assurance as to the inventories that
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direct contact would give them. Presumably they were also thinking
somewhat along the lines of accountants who frequently deal with
“mass” accounts receivable, as in the case of public utilities, where
a relatively small sample of the receivables will be confirmed more
as a check on the effectiveness of the operation of the system of
internal control than as a check on the authenticity of the receiv
ables.
The third practitioner, like the two who described actual cases,
was inclined to believe that testing the inventories in the machines
is not necessary. He presumes that the inventory turns over rapidly
enough that the aggregate of the inventory at any one time would
not be significant in relation to the total volume of the business.
He also assumes that the aggregate of the inventory at any one
location or under the control of any individual route man would
never be material, and that any significant loss to the client could
come only through collusion. On this basis, he believes that proba
bly all the auditor would need to know would be that the machines
and inventories were actually in existence, and that he should be
able to obtain this knowledge through a review of the system of in
ternal control and the accounting controls and procedures employed
to account for the sales resulting from, and the inventory in, the
vending machines.
He believes that, if his conclusions are correct, no special lan
guage is required in the auditor’s report; that there would be no
requirement for him to state that he had “satisfied himself by other
means.” If the inventories are, however, sufficiently large and ma
terial, he does not think the auditor can excuse himself from check
ing them on the grounds of impracticability. As he points out, we
have all had experience in the confirmation of accounts of route
salesmen, and even though the results may not be too satisfactory,
at least they do give some satisfaction to the auditor.
Our Opinion
Our personal reaction, though it is not based on experience with
vending machine inventories, is that it might be a good idea to make
very limited tests of the machines, probably checking different geo
graphical areas over a period of time. It seems to us that those who
do not believe it necessary to check the machines rely very heavily
on the internal control, particularly on the checks made by local
managers and by representatives from the home office. It appears
that the very nature of the operations is such that the internal con
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trol is likely to be good, and that it can ordinarily be relied upon.
However, we believe it may be desirable to obtain some positive
assurance that it is operating effectively as planned and, accord
ingly, we would be inclined to make a few tests of the machines,
directed primarily to determine that the supervisory personnel are
checking the route men in a satisfactory manner.
The preceding discussion stimulated a very interesting comment,
from the viewpoint of internal control where the goods are not
packaged, as follows:
“I am not a CPA,” says the writer, “but I am a director of a
corporation which operates vending machines. As such, I want to
make some comments on the procedure that is suggested in the
article, not from the standpoint of the external audit but of internal
control.
“The procedure stressed is that the inventory is operated on an
‘imprest’ basis. That is just fine for packaged goods, and we can
use it for our carton milk and orange juice, but the big bulk of our
business is carbonated beverages, by the cup. The servicemen carry
the sirup in five-gallon jugs, from which they fill the containers in
the machines, which are two, three or four different flavors. It is
possible to measure out exactly how many drinks should be ob
tained from a gallon, but under ideal conditions only. There is no
check on spillage, leakage, machines that pour out too much or too
little, and other technical details, let alone outright theft. So far our
efforts have, of necessity, been confined to obtaining servicemen
who appear to be good moral, bondable risks. Any more detailed
check would cost more than it is worth.”

O TH ER

C O N F IR M A T IO N S

Confirmation of Cash Surrender
Value of Life Insurance

The following question was raised at a recent meeting of insur
ance executives:
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Insurance underwriters often receive requests from auditing firms
asking for a computation of the cash surrender value of life insur
ance policies owned by the client whose accounts are being audited.
Usually the request asks for the value to be computed as of the date
of the balance sheet. The underwriters are, of course, very happy
to comply with such requests, but they would be happier if the
auditor would be content with the cash surrender value of the poli
cies at the last premium-paying date rather than the balance-sheet
date. The reason is obvious. Cash surrender values as of the pre
mium-paying dates are readily determinable from tables already
prepared. Determination of values for intervening dates apparently
requires an extensive computation which throws quite a burden
upon the underwriters. They feel that the difference involved (in
relation to the size of the balance sheet), is usually not sufficient
to justify the extra work.
Comment
Based on discussions of this question with a number of practicing
accountants, there seems to be a feeling that the amounts would not
ordinarily be sufficiently material to require absolute accuracy. The
closeness of the figure to the exact amount necessary to justify cer
tification appears to be one of those matters of judgment for the
CPA to decide in each case. Some of the CPAs with whom we dis
cussed the matter accept the value as of the last premium-paying
date, feeling that the difference between that value and the value as
of the balance-sheet date is not likely to be very substantial. They
incline to the belief that the principal factor to be considered is con
sistency in the method of accounting for cash surrender value.
It was also suggested by some of those with whom we discussed
the question that the auditor could interpolate between the values
at the last premium-paying date and at the next premium-paying
date, and would thereby obtain a cash surrender value figure that
would be quite acceptable for balance-sheet purposes. Only a few
seemed to feel that it was necessary to get the exact amount. How
ever, in the case of certain types of policies such as those involving
dividends allocations, or other circumstances where the differences
might be material, there was practically unanimous agreement that
the insurance companies should continue to calculate the value to
the balance-sheet date.
All of those with whom we discussed the matter agreed that the
more important function of confirmation is to determine that the
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policy is still in existence, that the client is still the owner, and that
there are no hens against it.

Bank Confirmations Are Not
Conclusive As to Liabilities

Auditors should be wary of placing undue reliance upon responses
to the standard bank confirmation form. A reader’s recent experi
ence, involving failure of a bank to mention certain installment
notes, is a case in point. It also raises an important question regard
ing the auditor s responsibility for unrecorded liabilities.
In this case, a standard bank confirmation form was sent to one
of the larger banks in the east. It was returned by the bank, con
firming the bank balances and a straight short-term note. However,
the confirmation did not mention two series of installment notes,
representing financing of equipment purchases by the client, which
the bank held. Fortunately, the auditor knew of these notes.
Upon inquiry, the bank’s comptroller stated that such notes are
handled in a separate department in which there are nearly 200,000
similar accounts. He stated that, because of personnel limitations,
there is no certainty that a request for confirmation of a depositor’s
account would result in confirmation of such notes, unless they were
first specified in the form. He also pointed out that such notes are
frequently filed in the name of the vendor with whom the bank
negotiated the loan because he represents a more acceptable credit
risk than the purchaser liable for the notes.
Our Opinion
We do not know how many banks handle installment, or other,
notes in this manner. It may be quite widespread. However, re
gardless of whether it is common practice or not, it is obviously
very dangerous for auditors to depend solely upon written con
firmation from the bank as sufficient evidence with respect to such
liabilities.
It is well to recognize, therefore, that the bank confirmation
should be considered just one part of the over-all search for unre
corded liabilities. It is not conclusive evidence in this respect. Other
auditing procedures must also be relied upon to bring such liabili
ties to light, and it is the accountant’s responsibility to be alert for
indications of them during the course of his audit.
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In a sense, the information set forth in the bank confirmation is
merely supplementary to that disclosed by the audit. The importance
of recognizing this becomes apparent when it is considered that,
if fraud were involved, the notes would probably be held by banks
other than those from whom the auditor would ordinarily request
confirmation.
There remains the question of the CPA’s responsibility if, despite
other procedures, he fails to discover unrecorded liabilities such as
those involved in our reader’s case. The auditor may feel certain
that, by other means, he has discovered all such loan transactions
not reported by the bank. It is readily conceivable, however, that
recent transactions might either be inadvertently or purposely un
recorded and undisclosed at the time of the audit. Then, unless the
auditor discovered the existence of a new piece of costly equipment,
for example, and followed through to ascertain payment or liability
therefor, he could fail to disclose a sizable liability. In some cases
the note liability might be incurred before receipt of the equipment
if F.O.B. shipment were made from a distant supplier.
We feel that if a bank fails to mention all of a client’s liabilities
to it, and if the CPA has used normal diligence during the course of
his audit to ascertain by other procedures the existence of any unre
corded liabilities, he should not be held responsible for failing to
discover them. The auditor cannot be expected to do the impossible.
If the bank has failed to mention certain liabilities and he has per
formed a satisfactory audit in other respects without obtaining a lead
to the liabilities, he can hardly be held responsible for failing to dis
cover them.

Another Experience with Bank Confirmations

The following experience of a reader provides another incident
of difficulty with bank confirmations:
“A client, late in its fiscal year which ended April 30, refinanced
its liabilities with the X Bank instead of the Z Trust Company. Rou
tinely, I sent requests for confirmations to both. The bank replied
promptly and fully; too fully, in fact. For among the corporate lia
bilities were included a purely personal loan of one of the stock
holders. This, when attention was invited to it, was promptly cor
rected by X.
“But Z was different. A couple of days after my request, the cli50
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ent’s bookkeeper was in the Z office on another matter; and was
handed my letter, with the return, postage paid envelope; and told
to tell me that ‘this was unnecessary, you don’t owe us anything.’
I got one of Z’s officers on the phone and carefully explained to him
that a zero balance was just as important as any other. But he re
fused to confirm. I took the matter up with the client and its attor
ney, and was told not to press the matter. Some day the client might
want to renew its borrowing at Z; and goodwill must be retained.
So I had to comply. But I don’t like it.”
Obviously, this is the sort of thing that we, as certified public ac
countants, should try to educate bankers to prevent. All too many
of them do not now seem to appreciate the significance of the con
firmation process to the person who has ultimately to rely on the
financial statements. Being among the principal users of financial
statements, bankers should recognize how much their ability to rely
upon audit reports in general depends upon the extent to which
auditors are able to carry out the confirmation procedures. The
American Institute, through its committee on co-operation with
bankers and other credit grantors, is trying to do an education job
on bankers all over the country in various respects, including this.
However, it is just one more of the numerous subjects which local
committees can deal with most effectively and should keep in mind
in their discussions with bankers.

Responsibility for Funds
Deposited Illegally by Foreigner

Although it is doubtful that many of our readers will ever be
faced with the situation outlined in the following inquiry to this
department, we believe it raises some questions of general interest.
The situation is as follows:
The client has received United States dollars from a subject of a
foreign country in apparent contravention of the laws of the foreign
country. These funds were received by the client through various
methods; sometimes through personal delivery by the foreigner on
the occasion of a visit to the United States, sometimes through in
termediaries, and sometimes through cable transfers credited to the
client’s account by its bank.
These transactions originated some years ago and at that time
the client disclosed the facts to the CPA and showed him a letter
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from the foreigner indicating that he did not wish to receive any
requests for confirmation of the balance or any other correspondence
in connection therewith.
The CPA has been asked to certify the client’s financial state
ments, apparently for the first time. He is faced with the problem of
substantiating this liability and asked us to give him our thoughts
on the problem. The amount is rather substantial, being approxi
mately 20 per cent of all other liabilities.
Our Opinion
W e feel that the independent public accountant is not responsible
for policing currency control laws and also that he could not be ex
pected to make the same verification in the case of deposits such as
these as he would under ordinary circumstances. It seems to us that
he should apply any audit procedures which are available to him
and that he should obtain a representation letter from the client
acknowledging that it is liable for the deposit and that the full
amount of the liability is reflected in the financial statements, prefer
ably in current liabilities. We do not believe the auditor should in
sist that a request for confirmation be made.
As to the CPA’s report on the financial statements, it seems to us
that he might include a very general statement to the effect that
deposits have been made with his client which it is not possible to
verify, if that is the case. The deposits could then be excluded from
the opinion and the CPA would have to decide for himself whether,
in the light of the particular circumstances, it would be necessary
to disclaim an opinion on the statements taken as a whole.

IN T E R N A L

CO N TRO L

Should Auditors' Reports Cover
Effectiveness of Internal Control?

The Controllers Institute of America asked the members of its
committee on technical information and research a series of three
questions designed to bring out their views on whether independent
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accountants should comment in their reports on the effectiveness of
the internal control. The results of this survey, in which 25 commit
tee members replied, are particularly interesting because they pre
sent a cross section of the thinking of one of the most important
groups of consumers of accountants’ reports. Space does not permit
a full recapitulation of the views expressed but the following sum
mary indicates briefly the trend of the thinking.
The first question asked was: Do you think that certified public
accountants should comment upon the system of internal audit in
their annual reports or certificates? Replying y es were 16; 5 replied
no ; 2 replied y es , in reports but not in certificates; and 2 replied
y e s , in reports to company only.
A number of those replying expanded their answers by further
remarks. In general, those who favored the inclusion of comments
on the internal audit in auditors’ reports stressed the importance of
internal control and the usefulness, particularly to the board of
directors, of an independent opinion regarding it. It was also sug
gested that failure to report any outstanding weaknesses noted in
the internal control would leave CPAs open to criticism and would
eventually weaken the value of their reports.
The second question was directed to whether the CPA is usually
in a position to express an opinion on the effectiveness of the internal
control. The question was: Do you believe that, in the relatively
short period of their audit, certified public accountants can obtain
sufficient knowledge of the internal audit system to give the public
judgment on it, which would be involved by including such a state
ment in their reports? Replying yes to this question were 19; no , 6.
Those who replied affirmatively pointed out that an adequate
knowledge of the internal control is important to the CPA in plan
ning the audit, and that study of different phases of the company’s
internal control over a series of audits provides considerable knowl
edge of the system. One of those commenting was of the opinion
that the auditor’s most important job is to become familiar with the
checks provided by the company.
Those who felt that the CPA cannot obtain sufficient knowledge
of the internal audit system to give the public judgment on it based
their opinion principally upon the belief that there is usually insuf
ficient time to make the study necessary for a sound judgment, ex
cept when the system is obviously weak. One of this group felt that
judgment should be withheld unless a complete examination has
been made for that specific purpose.
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The third question was: What in general is your opinion of the
certified public accountants review of the system? The replies to
this question indicated general agreement that the CPA should re
view the system of internal audit, though there were differences of
opinion as to how extensive the review should be.
From the foregoing, it seems apparent that many accounting of
ficers of business organizations believe certified public accountants
can and should expand their reports to express an opinion as to the
effectiveness of the internal control. We are inclined to agree with
them as to the value of a CPA’s opinion in that respect to those con
cerned with the management of the company. However, we doubt
that it is a matter which should ordinarily be brought to the atten
tion of those outside the management. It is seldom a matter which
can be dealt with adequately without considerable explanation, and
it is a matter which relates primarily to the management function.
It seems to us, therefore, that it is an appropriate subject for in
clusion in a detailed, long-form report, or for a special memorandum
for the use of the management or board of directors, but it is not
generally an appropriate subject for comment in the short-form re
port or certificate.

Clients' Memoranda
Regarding Internal Control

One of our correspondents recently informed us that he was
studying a proposal to have each client submit to him a memoran
dum of its internal procedures and controls to be analyzed and re
viewed for determining the extent to which they were adequate for
audit purposes. While the success of such a policy would necessarily
depend greatly upon the willingness of clients to prepare such mem
oranda, there can be no question but that it would be a step in the
right direction, provided the auditor’s tests and investigation of the
procedures said to be in effect were made with sufficient care.
As was emphasized in the special report on Internal Control by
the committee on auditing procedure,1 carefully planned charts of
accounts and procedures manuals are of great assistance to the
auditor in his review of the system of internal control. Clients should
be strongly urged to prepare such information, not only because it is
useful to the auditor but also because it is very important for man1 Issued in 1949.
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agerial purposes. When information of this kind is available, or can
be obtained, the auditor should make the fullest possible use of it.
We believe that most accounting firms make it a practice to
obtain from the client any information he may have as to internal
controls and procedures. However, such information should not be
considered as a substitute for the auditor’s own tests and investiga
tions of the internal control. The reliance that may reasonably be
placed upon the client’s internal procedures is one of the most im
portant considerations involved in the selection of auditing pro
cedures and in the method of their application. The auditor must,
therefore, have an adequate basis for his opinion as to the reliability
of the internal control. That requires not only that he familiarize
himself with the company’s plan of internal control and satisfy him
self as to the extent to which the plan is adequate, but also that he
observe the plan in operation and make actual tests of the system’s
operations to satisfy himself as to whether it is working effectively.
Otherwise, it seems to us, the auditor cannot have a sound basis for
judging the reliability of the internal control or, accordingly, for the
selection and application of appropriate auditing procedures.

Some Lessons from a Case of
Internal Control Failure

A prominent practitioner has sent us the following instructive case
of a breakdown in the system of internal control in a municipal
water department:
During a seven-year period of extensive water system construc
tion, when very liberal appropriations were granted to the water
department of a small municipality, the clerk in that department
pocketed more than $25,000 by falsifying extra payrolls. Although it
appeared from a study of procedures that this clerk had no access to
city funds, his familiarity with the accounting system enabled him
to by-pass a well-planned system of internal control and abstract pay
envelopes before delivery.
During the seven-year period, regular operating payrolls and extra
payrolls for construction were paid semi-monthly. The accounting
procedure was identical for both types of payroll.
Payroll sheets were prepared by the clerk and entered in the
voucher record of the water department. A summary voucher sup
porting these entries was signed by the superintendent of the water
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department. The voucher and two copies of the payroll were de
livered by the water department clerk to the city clerk. The latter
prepared therefrom a city warrant, retained one copy of the payroll
and forwarded such warrant, together with the second copy of the
payroll, to the city treasurer. The signatures on warrants indicated
that the warrants had been audited by the city controller after
previous approval of the summary voucher by the superintendent
of the water department and that the warrants had been counter
signed by the director of accounts and finance. During the first five
years under consideration the warrants were cashed by the city
treasurer and the payrolls were disbursed in cash. During the suc
ceeding two years, the warrants were deposited in a payroll account
and disbursement of payrolls was made by check during such pe
riod.
Under both methods of payment the city treasurer advised the
auditors that he followed the same procedure. He prepared enve
lopes for each employee and turned them over to the superintendent
of the water department for distribution.
The system appeared to be foolproof. At no time was there any
indication that the clerk in the water department had any access to
city funds. The auditors went merrily on for the seven-year period
reconciling the totals and account distribution as shown by the
voucher record in the water department with the same information
as shown by the warrant register maintained by the city clerk. De
partmental approval was noted on the vouchers and payrolls which
were filed in the city clerk’s office to support the warrants issued
therefor, the same procedure being followed for police, fire, and
other city departments. The warrants supported by such vouchers
and payrolls were compared with the warrant register and likewise
examined for approvals as was done for all other city warrants for
each annual period. Treasurer’s copies of payrolls were examined
for signature notation that pay was received by the employee dur
ing the period payrolls were paid in cash and by comparison of
canceled checks with such payrolls during the period that pay
rolls were disbursed by check.
Entirely by accident the auditors discovered that everything was
not as it should be. One warm spring afternoon toward the end of
the seven-year period an assistant was examining payroll checks for
all city departments (approximately 200 for each semi-monthly
payroll). The checks for the water department (approximately 25
for each semi-monthly payroll) were in the middle of the pack.
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After comparing the canceled checks with payroll sheets of the
various municipal departments, for a period of several months, the
assistant spread out each semi-monthly batch of 200 checks with
the back of the check facing upward. He remarked to the senior that
examination of these endorsements seemed a waste of time since he
had no way of checking the authenticity of signatures of such em
ployees. Idly, he fanned out the checks. Suddenly, his attention was
drawn to the similarity of handwriting of endorsements on half a
dozen checks. These six checks were turned over to the senior for
inspection. The latter immediately took the checks to the director
of accounts and finance. The superintendent of the water depart
ment was then contacted. He advised the auditors that the checks
were drawn to men who had not been employed by the city for
several years. At this point, the clerk of the water department was
brought into the room. The superintendent told him to bring in the
time reports for the men in question. The clerk broke down, ad
mitted that the names were fictitious, the check endorsements
forged, and that no time had been reported for them.
A word of explanation is necessary here as to why the auditors
had never examined these time cards. On several occasions, the
superintendent had been requested to advise the accounting firm as
to what records were kept in the water department. He told the
auditors to contact the clerk who was more familiar with the detail
records. As the work progressed, the auditors examined payroll
records and asked the clerk for supporting time reports. He advised
that the time was reported by the superintendent or by foremen, on
informal scraps of paper, which after entry on the payroll sheets
were thrown away. To the auditors, this seemed a reasonable ex
planation, particularly since the payroll sheets showed hours worked
and were signed by the superintendent.
When the superintendent confronted the clerk with the forged
endorsements and asked for time reports, the auditors learned for
the first time that legitimate time reports were always retained and
not destroyed as the clerk had previously advised them. The investi
gation which subsequently developed showed the time reports were
intact for men actually employed during the seven-year period. No
time reports were found for the fictitious names on the payrolls.
The method by which the embezzlement was accomplished was
very clever. The clerk of the water department would prepare the
legitimate payroll in duplicate from time reports which were then
filed away. The voucher was then prepared for the proper amount
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and presented with the payroll to the superintendent for signature.
After signature the clerk substituted a payroll sheet in duplicate for
a large amount, on which he forged the superintendent’s signature,
altered the items on the voucher to correspond and took payroll
sheets and voucher for a raised amount to the city clerk. The un
supported amount of payroll was charged to a number of appropria
tion accounts and the clerk alternated in his use of the accounts so
that none of them was overexpended at any time. One copy of this
forged payroll and a warrant were forwarded to the city treasurer.
The latter prepared envelopes with cash enclosed in the first five
years and with checks enclosed in the later years and laid the
envelopes on the water superintendent’s desk. (The treasurer had
previously stated to the auditors that the envelopes were personally
given to the superintendent.) For some unknown reason the water
superintendent was never at his desk when the envelopes were laid
there during the entire seven-year period. The clerk took the enve
lopes which represented fictitious names and substituted the proper
payroll sheet, removing the falsified copy. The clerk pocketed the
cash during the early years. When the check system was used, the
clerk forged endorsements on checks, cashed them at banks, alter
nating among three banks during a two-year period. His explanation,
accepted by the tellers in all three banks, was that he cashed the
checks for employees working at distant points who were unable to
reach the city during banking hours. The superintendent distributed
the proper envelopes and obtained signatures of employees on the
roll which was then turned back to the treasurer’s files. The clerk
of the water department, it later developed, spent considerable time
in the treasurer’s office conversing with employees. He learned
where water payrolls were filed, purloined them unobserved, later
typed on the dummy names and amounts, changed the total and
filed the altered payroll back in place after forging signatures as
receipts for dummy names, indicating that those payments were
received by the proper parties.
The circle was now complete. The copies of payrolls in the offices
of treasurer and city clerk corresponded, although both were for
raised amounts, the warrant and altered voucher in city clerk’s office,
the entries in voucher record in water department and disburse
ments by treasurer likewise all agreed with such raised payrolls.
In summary, several lessons may be learned from this auditing
experience:
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1. Supervision of a payroll distribution by the auditors, taking the
envelopes from the treasurer before they got to the water depart
ment and checking with the superintendent as to envelopes left over
after the pay-off, would have furnished a clue to this shortage in its
early stages despite the clerk’s false statement that time slips were
not retained on file.
2. Closer observation of vouchers by the city controller would
have detected alteration.
3. If the treasurer had personally delivered envelopes to the super
intendent, as he was instructed to do under the enabling ordinance,
the superintendent would undoubtedly have questioned the false
envelopes.
4. The foregoing precautions would have prevented the theft by
the clerk in the water department. However, the system of internal
control was basically weak in permitting a department head to
distribute pay envelopes. This was a disbursing function and should
have been exercised by the city treasurer’s office.

Auditing Receivables Purchased
"Without Notice"

How can the independent auditor of a finance company satisfy
himself that accounts receivable purchased by his client on a “with
out notice” basis have not been sold by the selling company to more
than one company? Where receivables are purchased on a “without
notice” basis the accounts continue to be handled by the selling
company. The customers are not notified that the accounts have
been sold. Accordingly, as a reader points out, confirmation with the
selling company’s customers could not be expected to produce
evidence as to who may have purchased the receivables, and con
firmation with the selling company would not produce the inde
pendent verification usually associated with confirmation.
Our discussions of this question with other CPAs have brought
out clearly that there is no single audit step or short answer to it. It
requires the exercise of a considerable amount of good judgment on
the part of the finance company’s independent auditor as to the
extent of reliance he may reasonably place upon the internal audit
work of the finance company’s staff, or upon audits of the selling
company by other independent public accountants. We understand
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that, fortunately, most companies engaged in purchasing receivables
have developed effective internal audit procedures which justify
considerable reliance by the independent auditor.
At the time of the initial purchase, we are told, the finance com
pany usually sends its internal auditors (or creditmen) to investigate
the financial position of the selling company and to make an ex
amination of the accounts purchased. The finance company may
also require the selling company to have an audit made by inde
pendent public accountants, if it has not done so recently.
The finance company’s examination of the receivables purchased
should include review and aging of the receivables, tie-in of the
total to the general books, test-inspection of the supporting docu
ments (such as copies of invoices, bills of lading, signed contracts,
etc., as appropriate), independent test-confirmation of the receiv
ables by communication with the customers, review of credit in
formation on the customers, and investigation of the internal control
over the handling of cash and receivables. In confirming the accounts,
the finance company auditors can use a name which does not dis
close the participation of the finance company, and can have the
replies sent to a post office box at the local address.
We understand that it is also common practice for finance com
panies to require that the accounts receivable ledger cards of the
borrower be rubber-stamped with a notation such as "this account is
assigned (or sold) to (name of finance company).” When funds are
advanced or a loan is made on this basis, it is the usual procedure
of the financing institution to send its representatives, within thirty
days after the loan is made, to the office of the pledgor or borrower
and inspect the accounts to see that the ledger cards have been
appropriately stamped.
There is a credit exchange bureau where the finance companies
exchange information as to the companies with which they do busi
ness. Usually in taking on new customers, the finance company
makes an extensive credit and character investigation through the
regular credit agencies and through the bureau. Any major diffi
culties experienced with the selling company usually become known
among finance companies.
Where the amount of receivables is quite large, the finance com
pany may place one of its employees in the office of the selling
company to exercise control over the receivables and collections.
Also, the finance company may require the selling company to have
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periodic audits by independent accountants, the scope to include
extensive circularization of receivables.
Unless the arrangement calls for frequent outside audits, the
traveling auditors of the finance company should make periodic
examinations (perhaps every sixty to ninety days) of the receivable
records in the office of the selling company to see that the accounts
are being collected promptly, remittances turned over intact, ledger
sheets stamped, etc.; and to examine supporting documents on new
accounts and to confirm them by communication with the customers.
There should also be some test-circularization each time of the re
ceivables purchased prior to the last examination.

Audits of Charitable Organizations
with W eak Internal Control

What would your reply be to the questions asked by a reader with
respect to the following situation?
A small charitable organization, through its board of directors, has
requested an audit of its books for the past fiscal year. The board of
directors contemplate that the audit should result in certified bal
ance-sheet and income statements.
Preliminary discussions with officers of the charity indicate that
substantially all cash receipts are individual donations ranging from
one dollar or a few cents to $5,000 each. The contributions have
been solicited by direct personal contact by officers and directors of
the organization, by mail solicitations, and by advertisements in
newspapers. Contributions are received in the form of cash, checks,
money orders, etc., by mail and by personal delivery. Officers who
act as unpaid solicitors often collect contributions in cash or checks,
and periodically deliver the contributions to the secretary-treasurer
of the organization. Solicitors give contributors official receipts
which are signed by the solicitors. The receipts are not prenum
bered, and the secretary-treasurer does not attempt to control the
number of blanks which are given to solicitors, or the number of
receipt stubs which are turned in from time to time.
The president of the organization and the secretary-treasurer each
have a key to the post office mail box, and either may go to the post
office and get mail. The mail, in the past, has been opened individ
ually and whatever contributions are received in the mail are de
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posited in the bank, generally by the secretary-treasurer, but
sometimes by the president. A regular cash receipts journal is kept
by the secretary-treasurer listing the contributions daily as received.
This journal shows the name of the contributor, the amount of the
contribution, and the date of the bank deposit. Totals are shown to
agree with bank deposit slips. In addition, an alphabetical list is
kept of the names and addresses of all contributors, together with
the amounts and dates of each contribution.
The questions asked by the reader were as follows:
1. Has the internal control been inadequate in the past?
2. If the internal control has been inadequate, is this inadequacy
sufficient to prohibit the auditor from making an unqualified
opinion as to the reasonableness of the income statement even
though he may be permitted to employ all of the auditing steps
which he chooses to employ?
3. Should the auditor employ the procedure of confirming, by direct
correspondence, the amounts of contributions recorded in the
books for the fiscal year? If so, what percentage of the contribu
tions would be considered an adequate test-check of the records?
4. Should the auditor insist upon the employment of all of the fol
lowing procedures before rendering an unqualified opinion on
income statements for future years?
(a) Use of prenumbered and controlled receipts by all solicitors
for all contributions, with carbon copies kept for the official
files of the organization.
(b) Use of similar prenumbered receipts by the secretary-treasurer
for all donations received directly from donors, and issuance
of similar receipts to solicitors for all funds turned in by the
solicitors.
(c) Two persons open all mail jointly, and certify jointly a list of
all collections daily.
5. Are there any other suggestions as to internal control procedures,
or auditing procedures with respect to income?

We submitted this inquiry to another CPA who has had con
siderable experience in auditing charitable organizations, and who
gave us his views on the matter. We believe they are sound and
present them here for the information of the many CPAs who make
such audits:
1. It is my opinion that the internal control in the past has been
inadequate.
2. In my opinion an unqualified opinion could only be made if
the auditor would circularize all of the officers and directors of the
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organization and could obtain a complete accounting for all receipt
books which were printed, as evidenced by the bill from the printer.
This would involve a certification by each officer and director as to
the cash collected by them, and the return by each, of all unused
receipt books and receipt stubs of the used books. In practice, this
probably could not be accomplished inasmuch as the solicitors
would not keep a record of books or forms received by them, par
ticularly if not consecutively numbered. The publishing of a list of
all contributions might also be desirable, provided permission could
be received for this auditing procedure. This is not always possible
because of objections by contributors to having their names listed
publicly. In any event, the auditor should recite in his letter the
procedures followed.
3. As a matter of policy, management does not usually consent to
a circularization of its individual contributors. At best, this would
only seem to confirm amounts subscribed as recorded. As to con
tributions that may have been made but not turned in, this, in most
instances, could only be detected by a volunteer worker who ap
proached a so-called prospect, and was informed by him that he had
already subscribed and could submit evidence of payment. This is
part of internal control. It may be desirable to confirm the large
contributions for the purpose of determining whether or not the
contributions were restricted in any way. The auditor would, of
course, request letters from contributors for this purpose. It may
not always be clear from such letters as to whether contributions are
restricted, or fully or partially unrestricted.
4. An unqualified opinion on income statements for future years
could be made on the basis of the procedures listed in a, b, and c in
the questionnaire. But even here, the auditor would have to disclose
that even though he had circularized all workers, not all had re
sponded, with possibly a reference by the auditor as to the per
centage of responses. However, I would suggest that two paid or un
paid bonded persons open the mail. Furthermore, it would be more
desirable for two people to collect the mail at the post office.
5. (a) The official minutes of the organization should be scruti
nized for the purpose of determining pending legacies and bequests,
etc. In this connection, attorneys for the organization should be
circularized, and copies of wills and other documents carefully
scrutinized.
(b) The organization should be instructed to include in all its
publicity releases a statement that all contributions made by checks
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should be made payable to the organization and not to any individ
uals such as the treasurer, president, etc. Many instances have oc
curred in practice where checks should have been drawn to John
Doe, Treasurer, or John Smith, President, where the title of the payee
was omitted and the remittance hence could be endorsed and de
posited in personal bank accounts.

Auditor's Responsibility
for Charity Collections

“Throughout the year,” writes one of our readers, “we are re
quested to perform an audit for a number of local charitable
organizations which are required to submit audited statements con
taining an opinion to their national parent organization. Generally,
these organizations are staffed by one full-time employee who
handles all cash receipts and disbursements. The primary source of
cash receipts is from contributions in connection with an annual
fund-raising drive conducted by the organization. These receipts are
deposited in a bank account against which checks are drawn for all
disbursements. Receipts, as recorded in the journals, and disburse
ments are adequately controlled, but we are in question as to our
responsibility and how our opinion should be affected by the fact
that there is no possible way to determine that all contributions re
ceived are recorded. The lack of internal control inherent in any
operation of this size lends itself to the possibility of misappropria
tion of funds by the employee at this point.
“Assuming that there is nothing to cause us to suspect the honesty
of the employee as to reporting all the receipts, what position should
we reasonably take in reference to rendering an opinion?
“We feel that the issuance of an opinion on financial statements
should not be limited to the larger business which can afford an
adequate system of internal control. However, we retain certain
reservations about issuing an unqualified opinion in a situation as
mentioned above.”
Our Opinion
The problem is one which is quite common, and on which there
is very little written.
Where the primary source of cash receipts is from contributions
in connection with an annual fund raising drive, conducted by a
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charitable organization, there is no way of determining whether all
the contributions that have been made by individuals who were
solicited find their way into the bank account of the organization.
Obviously, where there is only a small staff of employees or, as in
this case, only one full-time employee to handle the cash receipts
and disbursements, there can be no satisfactory internal control, and
the possibility of misappropriation of funds is high.
Nevertheless, even though it is not possible to determine that all
receipts have ultimately found their way into the bank account of
the organization, it seems to us there should be some way of ex
pressing a helpful opinion at the conclusion of the examination.
However, the independent accountant, obviously, cannot take re
sponsibility for the matters which he cannot check, and it is neces
sary to find some wording that could be appropriately used which
will not reflect on the employee or employees whom he does not
suspect of dishonesty in any way, but will make clear to the reader
how far he can go.
The report might, under such circumstances, for example, include
in the scope paragraph a sentence reading somewhat as follows:
“Our examination of contributions, which, because of their nature,
are not susceptible of complete check, was confined principally to
tests of the deposit of recorded receipts in authorized depositories,
and to a test of the pledges receivable by requesting confirmation of
balances of $................... ”
The opinion paragraph then might read somewhat as follows:
“In our opinion, the accompanying statement of cash receipts and
disbursements presents fairly the recorded cash transactions for the
year ended December 31, 19....... ”
Readers will notice that we have not used the expression “gen
erally accepted accounting principles” because we do not believe
that phrase is applicable to a statement of cash receipts and dis
bursements, which is what the report will undoubtedly include. By
stating in the scope paragraph that the inability to check receipts
from contributions is due to the nature of the contributions rather
than to the set-up of the organization (which it actually is since
practically no form of organization will assure that all contributions
find their way into the treasury), the accountant is not reflecting on
the employee, but is merely stating a fact that no one would ques
tion. By limiting his expression of opinion regarding the receipts and
disbursements to those which are recorded, he limits any responsi
bility for unrecorded receipts and any expenditures that might have
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been made from unrecorded receipts, neither of which he could do
anything about anyway.
Shortly after the publication of the above comments, we received
the following description of a procedure followed in a similar situa
tion.
“Privileged to have been treasurer of the United Fund of Greater
Lima, I have participated in an internal control plan that seems to
strengthen receipt of pledges and cash. Calling upon the gratis aid
of local CPA firms, banks, local industries, etc., we conduct an audit
of receipts during the campaign, before the pledge cards are turned
over to the United Fund office.
“Pledge cards and cash are received at campaign luncheons (paid
for by industry) by the treasurer and taken directly to the directors’
room of the bank of deposit. There, the volunteer audit crew makes
a thorough review of all receipts, summarizes the pledges, prepares
a deposit slip for the day’s cash, and makes the deposit. Only after
complete reconcilement has been accomplished are the pledge cards,
summary, and duplicate deposit slip given to the Fund staff.
“Copies of a control sheet maintained by the treasurer are turned
over to the United Fund office and the CPA firm retained to make
the annual audit. This control sheet shows the daily receipts of
pledges and cash, broken down by solicitation classification, for
each report date during the campaign, and it shows totals for the
entire drive. Thus, the United Fund has a control check for balanc
ing entries and the auditor has a verification tool.
“The above program covers 99 per cent of the pledges made; a
very small amount of subsequent, unaudited receipts of pledges and
cash come in later. Although this system might not permit a com
pletely unqualified opinion by the CPA, it should enable him to
render a more favorable opinion and, most important to the success
of the campaign, it assures the public that their donations are
properly received.”
We agree that the adoption of procedures similar to those fol
lowed by the United Fund of Greater Lima should enable the
independent auditor to express a more favorable report on the
charitable organization wherever such an extensive control program
can be put into effect. We are inclined to believe, however, that
there are many situations where it would not be practicable to
adopt such procedures. In particular, we think it should be stressed
that the auditor should not place undue reliance on such procedures.
66

PROFESSIONAL ETHICS

While they have the substantial advantage of encouraging can
vassers to turn in all funds received by them, there still seems to
be no way of really checking that all contributions have been
recorded.

P R O F E S S IO N A L

E T H IC S

Should CPAs Audit Books They Have Kept?

An issue of The Journal of Accountancy carried an editorial rais
ing the question: “Does Keeping Accounts Always Preclude Ex
pressing an Opinion?” Each of the four succeeding issues of T h e
J o u r n a l carried letters addressed to the editor, taking the position
that keeping the books does not of itself affect the auditor’s inde
pendence and, therefore, should not preclude expressing an opinion.
Both the committee on professional ethics and the committee on
auditing procedure have studied the question extensively over a con
siderable period. Since it is unlikely that either committee will issue
a formal statement on the subject, we are pleased to present here
what we understand to be the substance of the committees’ views in
the matter.
As stated in their reports to the council of the American Institute
of Certified Public Accountants, both committees have been in
agreement that if a CPA is in fact independent and if he has per
formed all the auditing procedures necessary to supplement the
information obtained through keeping the books, he should be
entitled to express any opinion he may have formed. As for the ques
tion of whether or not the auditor should disclose in his report the
fact that he kept the books, the committee on professional ethics has
reached the conclusion that it is a question which should be left to
the judgment of the CPA in the light of the facts of each case. It
is the committee’s belief that disclosure is not necessary as a general
rule.
That view is supported by a substantial majority of the members
of the committee on auditing procedure. They feel that keeping the
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books does not have sufficient bearing on the auditor s independence
to require disclosure in his report; that declarations in the report
with respect to independence should be limited to the types or con
ditions set forth in the Institute’s rules of professional conduct as
indicating possible lack of independence ( e.g., substantial financial
interest). It is also their view, incidentally, that even when those
conditions exist, there are circumstances in which the CPA might
reasonably consider himself independent and that he would be
entitled to express an opinion. They feel, however, that the user of
the report should be put on notice as to the existence of the unusual
circumstances.
Thus, there exists strong authoritative support for the view that
the CPA is not necessarily lacking in independence simply because
he has kept the books, that he is entitled to express an opinion on
financial statements if he has made a satisfactory audit, and that
disclosure of the fact that he has kept the books is not necessary as
a general rule.
The question of whether a CPA is independent in a particular case
is a matter which he must decide for himself in the light of the
circumstances. However, it should be clear that he cannot consider
himself independent if, for example, he is in the full-time employ of
the client. It seems equally clear that when the client for which the
CPA keeps the books is only one of many clients served by him,
keeping the books should not be considered to have impaired his
independence.
The question of what constitutes a satisfactory audit is also a
matter which must be decided by the CPA in the light of the par
ticular circumstances. It is probable that the scope of the work to
be done at the balance-sheet date would seldom need to be as
extensive where the auditor has kept the books as it would where
the books are kept by the client. It should be emphasized, however,
that the keeping of the books does not of itself constitute a satis
factory audit. Regular auditing procedures, such as confirmation of
bank balances and of receivables, observation of the physical in
ventory, and various other audit steps which would not ordinarily
be performed as a part of keeping the books, would usually be
necessary to provide an adequate basis for an opinion.
Possibly a word of caution to those preparing statements to be
filed with the Securities and Exchange Commission would be in
order. It is our understanding that the Commission has taken the
position that one who keeps the accounts may not be independent
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for their purposes. Accordingly, any accountant in such a situation
would do well to advise his client to check with SEC before filing
his report.

Reasons for Not Bidding
on Audit Engagements

Individuals often need an array of arguments when they are faced
with the problem of stating why they should not submit bids for
auditing engagements. The following excerpt from a form letter
developed by the Texas Society of Certified Public Accountants to
be used in responding to requests for bids should, we believe, be of
value in dealing with the problem:
“The reason for prohibition of competitive bidding in our profes
sional rules of ethics and in the State law regulating the practice of
public accountancy is the belief that competitive bidding for audit
engagements is not in the best interests of the client or the general
public who must rely on the report of the auditor. It is not inspired
by a desire to restrict free and fair competition, nor an effort to
monopolize accounting practice.
“A comparison of fees or rates quoted by two or more accountants
is worthless since there is no means of measuring the relative value
of the services rendered. With price competition there is a strong
temptation to the less scrupulous accountant to submit a lower bid
than is justified by the requirements of adequate performance.
When the work is awarded to him he then finds himself in a posi
tion where, if he is to make a profit, or avoid losing money, he must
curtail the scope of the examination, or employ assistants at lower
than customary salaries.
“Just as an individual would employ a physician in whom he had
confidence, those requiring accounting services should employ a
certified public accountant in whom they have confidence, rather
than one who offers to perform the work at a lower price. In the
long run the client must depend upon the accountant’s judgment.
There is no way in which a client can check the accountant's mental
processes and those of his assistants to determine that an adequate
examination has been made.
“Even detailed specifications of the work to be done serve as no
protection, because it is impossible to specify the exercise of good
judgment. Laying down rules of procedure to be followed by an
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accountant by no means assures a good audit. A competent ac
countant, after commencing an engagement, might find many things
in the specifications which were unnecessary in the given case, and
many steps not mentioned in the specifications which should be
taken.
“Opposition to competitive bidding does not indicate any inten
tion to seek uniformity in fees or rates for accounting services, nor
to interfere in any way with arrangements as to fees, rates, or scope
of work which may properly be made between the client and his
accountant. The propriety of settling and completing such arrange
ments before or after the accountant is engaged is unquestioned. Nor
is it suggested that clients or prospective clients may not properly
inquire and be informed as to the amount or basis of an accountant’s
fee for services under discussion.
“Experience has shown beyond any doubt, however, that selec
tion of accountants on a competitive price basis leads to poor quality
of work. Often audits undertaken on the basis of competitive bids
are not worth even the relatively small amount paid for them.
Competitive bidding is incompatible with service of a proper pro
fessional standard.
“May I suggest therefore that you select an accountant or a firm
of accountants in the same manner in which you would select a
physician or an attorney—choose one in whom you have complete
confidence, discuss the work you want done and agree on a basis for
his fee.”

Auditors Should Not Also Be Directors

We have been asked for our views regarding a CPA’s status as
both a director of a corporation and auditor for the same corpora
tion. This CPA looks upon the directorship as furthering his ability
to advise and counsel with his client. The client has a substantial
interest in a number of corporations. When he starts someone in a
business, he wants the CPA to serve as consultant for the business
and prefers to name him as a director.
In one case the CPA holds a directorship without owning any
stock. In another case he owns one share of stock with a par value
of $100 of a total capital stock of $100,000. We understand that the
holding is solely to meet legal requirements and that equity owner
ship is held by someone other than the CPA.
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Until now no question has arisen concerning the qualifications of
the CPA since he has not been called upon to express an independ
ent opinion in a certificate after an audit. The stock is closely held
and credit requirements do not make an audit necessary.
The CPA is looking ahead to the possibility that in the future an
audit may be necessary, and he is wondering if he would be criti
cized for signing an opinion with respect to the statements of a
company in which he has the directorship without the stock owner
ship or of a company in which he has the directorship and only a
nominal stockholding.
Our Opinion
The official position of the American Institute of Certified Public
Accountants is best stated by the following quotation from Profes
sional Ethics of Public Accounting (1946) by John L. Carey:
“While the rules of professional conduct do not specifically forbid
simultaneous service as auditor and director so long as the auditor
holds no substantial financial interest in the corporate client, the
committee [on professional ethics] is unanimous in its belief that
it is unwise for an independent auditor to serve also as a member
of the board of directors of the corporate client. The rules of the
Securities and Exchange Commission do provide that an auditor
will not be considered independent if he is an officer or director of
a corporate client. Joint service as auditor and director of a corpora
tion would be objectionable unless the facts were clearly displayed
in the accountant’s report. Anyone who serves in that dual capacity
is in a vulnerable position” (page 41).
On page 42 Mr. Carey reports, in effect, that the committee sees
no purpose in having the auditor of the company act as a director
or official, unless it is desired to have him exercise control over the
funds of the company, which might be desired in the case of a
company in which the stock is held by one or two persons and no
bank credit is sought. It seems to us that, for any other purpose, he
could be just as useful if he were to sit as a consultant or adviser
and not officially take part in corporate action upon matters which
he would subsequently have to review as the auditor.
In reporting still another opinion of the ethics committee, the fol
lowing statement is made by Mr. Carey:
“It is the committee’s belief that joint service as auditor and
director should be discouraged, on the grounds that an accountant
cannot be entirely independent if, at the same time that he is audit
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ing the books, he is a member of the official family whose books are
being audited” (page 42).
Under no circumstances, it seems to us, would an auditor be justi
fied in certifying financial statements without disclosing in his report
that he is or was also a member of the board of directors, when such
is the case. So far as the number of shares he owns is concerned,
we doubt whether it makes any difference whether he owns no
shares or a few hundred dollars worth. Of course, if he had any
substantial interest, he would bump squarely into Rule 13 of the
Institutes Code of Professional Ethics, which states:
“A member shall not express his opinion on financial statements of
any enterprise financed in whole or in part by public distribution of
securities, if he owns or is committed to acquire a financial interest
in the enterprise which is substantial either in relation to its capital
or to his own personal fortune, or if a member of his immediate
family owns or is committed to acquire a substantial interest in the
enterprise. A member shall not express his opinion on financial state
ments which are used as a basis of credit if he owns or is committed
to acquire a financial interest in the enterprise which is substantial
either in relation to its capital or to his own personal fortune or if a
member of his immediate family owns or is committed to acquire a
substantial interest in the enterprise, unless in his report he discloses
such interest.”
The Securities and Exchange Commission takes the very positive
position that the auditor cannot be independent if he has been a
director of the corporation during the period under audit, or is a
member of the board of directors at the time of the audit. However,
since an SEC registration is not anticipated, the SEC’s position is
purely a matter of interest in indicating how an independent group
views this situation.

M IS C E L L A N E O U S

A U D IT IN G

PRO CED U RE

PR O B LEM S

Supplying Data to Complete Client's Records

We have just been furnished with copies of an exchange of cor
respondence between two members of the AICPA involving a sub
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ject which has been raised on various occasions. The question read
in part as follows:
“In a typical audit, the working papers will reflect data which are
fully stated in the client’s records. But more frequently than is
realized, the client’s staff leaves the adjustments to the independent
auditor, and frequently the supporting data are only in the audit
working papers, particularly for such items as depreciation sched
ules, unexpired insurance, inventory computations involving price
indexes, etc.
“Unfortunately, engagements which require supervision of this
sort sometimes terminate with fee disputes and other symptoms of
a lack of friendly feeling. These may involve an obvious overcharge;
the stubborn refusal to pay an obviously fair charge; and other
varieties.
“While it may be necessary for the accountants to be entitled to
ownership of papers, it also may be necessary for the client to have
the information. Typically, he will believe, and probably be entitled
to believe, that he has paid for work and that his right to it is supe
rior to that of any other person.”
The reply by a prominent member of the Institute, in our opinion,
is a very clear statement of what are generally accepted to be the
responsibilities of members of the profession in a situation of this
kind. The reply read in part as follows:
“I interpret the question in your mind to run something like this.
Granted the necessity for the ownership of working papers to be
vested in the independent public accountants, what is the situation
where the client has left to the public accountant the details of
certain adjustments (such as depreciation, unexpired insurance, in
ventory computations involving price indexes, and the like), such
information resting solely in the public accountant’s working papers,
and there develops, let us say, a fee dispute with the client demand
ing to be supplied with information he does not have and which
he believes to be solely in the possession of the public accountant.
“It is my view that in no circumstances should information that
forms the basis of supporting data for entries in a client’s financial
records remain solely in the possession of the independent public
accountant. In my view, this would strike directly at the basic
precept that financial statements are the primary representation of
the client which are examined by the independent public account
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ant to an extent sufficient, and in accordance with generally accepted
auditing standards, to enable the independent public accountant to
express an informed opinion on such financial statements. For such
an examination to be adequate, there must be available data in
support of such financial statements. To be sure, as a practical mat
ter the independent public accountant is frequently required to
make certain adjustments and even to do certain computational
work that ought to have been done by the client. To the extent that
this is done it is necessary, in my opinion, for the independent pub
lic accountant to supply the client with copies of any such data in
order that they may be available to support the entries in the
client’s records. Not to do so not only fails to render the client the
service to which he is entitled but, I think, leaves the independent
public accountant in a very weak position indeed.
“The independent public accountant’s working papers are essen
tially a record of what he has done in the examination of the finan
cial statements and supporting data to enable him to express an
opinion on the accounts, and therefore are something quite apart
from data necessary to the support of entries made in the financial
records themselves.”

Testing the Accuracy
Of Deposit Ticket Detail

Bank certifications as to deposits often provide only limited as
surance because in many cases the procedures employed by banks
to verify deposit slips are not sufficiently detailed to permit the
auditor to rely upon the accuracy of the items listed.
A reader suggests that this defect in the use of duplicate deposit
slips by auditors may frequently be avoided by intercepting deposits
on a test basis. This would mean that after the deposit had been
prepared by the cashier, and had been released for transmittal to
the bank, the auditor would then step in on a surprise basis and
review the deposit ticket, checking the details to the supporting
items.
Such a test might not be possible in all situations, but it is, we
believe, a procedure that is worthy of consideration. In those cases
where it can be carried out, it would be a valuable supplement to
the other auditing procedures which are customarily employed in
the audit of cash.
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Verification of Titles to Real Estate

Recently we had an inquiry regarding the practice of independ
ent certified public accountants with respect to the verification of
titles to real estate.
We do not believe that the verification of titles to real estate is
considered to be a part of the independent auditor’s responsibility.
This is definitely a legal procedure and often a very complicated
one which accountants could not possibly perform.
The auditor wants to see the corporate papers evidencing the
original acquisition of title and wants to be sure the accounts reflect
the usual indicia of ownership; but he assumes that if any lien is
placed on the properties after they have been acquired, sufficient
formal corporate action would have to be taken, clearly to reveal
in the corporate minutes and other records the information needed
to give the auditor a basis for ascertaining what had transpired. If
in the course of his examination the auditor should find anything
which would indicate a possible serious cloud upon the client’s title
to property, we believe most CPAs would insist upon being fur
nished with an opinion by counsel regarding the validity of the
title but would not attempt to verify it themselves.

How Much Reliance on Work
of Other Auditors?

“We have been discussing with a local company (a wholly owned
subsidiary of another corporation some distance from our home
town) the possibility of having their audit made by us,” writes one
of our readers. “The parent corporation has until this time had its
own auditors make the necessary verifications and reports for the
entire corporate family. It has now been proposed that our firm
make the local audit and submit it to the parent corporation’s
auditors for the purpose of consolidation. The latter have objected
to this proposition and have intimated that it would not be permis
sible for them to make a consolidation on this basis.” The reader
asks for our opinion.
Our Opinion
We believe it is common practice for the parent company's audi
tors to take over the audit of a subsidiary after acquisition. There
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are various reasons for this. For one thing, complex financial re
lationships existing between the parent and the subsidiary may
make it desirable, as when intercompany sales, profits, service
charges, etc., are so involved that neither auditor can really appraise
the effect of transactions unless he sees all sides of the picture. An
other reason is that it may be a distinct advantage to the manage
ment of the parent company (and one not readily measurable in
terms of a difference in audit fees or traveling expenses) to have the
auditors with whom they have the most intimate contact and who are
most familiar with the top management problems, taxes, etc., also
familiar with the operating problems of the subsidiary and thus
more likely to be of constructive help to the top management.
While we know of a number of cases in which the subsidiary is
audited by a firm other than the auditor of the parent, we believe
the engagements are usually continuations of relationships which
had existed before the subsidary became such, i.e., while it was an
independent company. It is unusual, we think, for such a situation
to be created after the parent-subsidiary relationship has been estab
lished, although it is not uncommon for the auditor of the parent in
such cases to retain another auditor as his own correspondent, agent,
or representative, to audit the subsidiary. This may be done because
of local convenience, specialization of the auditor, or for some other
reason.
The extent to which the auditor for the parent company will rely
upon the report of another auditor for the necessary information
regarding a subsidiary company to be included in consolidation, is
entirely up to the parent company’s auditor. If he has confidence in
the auditor of the subsidiary, is satisfied that such work can be fully
relied upon, and is willing to assume the responsibility, he may
accept the work as his own and express his opinion on the con
solidated statement without qualification.
If the parent company’s auditor retains the auditor for the sub
sidiary, he often prescribes the details of the program of examination
and can, of course, direct him to do what he wishes and can give
whatever supervision and review he considers necessary in order to
be completely satisfied. In these cases it is usual to accept the work
as his own and he may make no reference to the existence of any
other auditor, although a reference to the other auditor is sometimes
made in the scope section of his report.
On the other hand, if he is presented with a report from an audi
tor of a subsidiary in which unduly large amounts are involved, or
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if for any reason he has cause to feel that he cannot accept re
sponsibility for the other’s audit of the subsidiary, he must, of
course, qualify his opinion with respect to the consolidation. If, in
extreme cases, his concern as to the report of the subsidiary is suffi
ciently great that he feels his qualification would negative the
opinion of the statements as a whole, he would have to refuse to
certify to the consolidated statements.
In the case of a company which is filing statements with the
Securities and Exchange Commission, where the parent company
auditor refuses to take responsibility for the statements of the sub
sidiary, he may state that he is relying upon a report by another,
and disclaim responsibility for it. In such a case it is necessary for
the subsidiary’s auditor’s report to be filed with SEC also. In fact,
if the parent company’s auditor makes any reference to the report
of another auditor without specifically stating in his certificate that
he assumes responsibility for such other auditor’s examination in the
same manner as if it had been made by him, the subsidiary’s audi
tor’s report must be filed.

Should Auditors Be Changed?

“W e would appreciate it if you could give us some of the advan
tages and disadvantages of changing independent public account
ants,” writes an officer of a well-known corporation. “Although we
do not contemplate a change at this time,” he continues, “we be
lieve there is considerable merit in reviewing the subject from time
to time.”
Our Opinion
W e are inclined to believe that, as a general rule, the only time
a company profitably changes its auditors is when they have lost
confidence in the competence of the old firm and believe they are
no longer being adequately served by it.
The principal advantage that has been stressed, so far as we know,
is the possibility of getting a change in viewpoint by having a new
firm reviewing the accounting procedures and considering the prob
lems of the company. However, most firms of auditors attempt to
supply this same fresh viewpoint by having the supervisors who
handle the job changed every few years, and occasionally by chang
ing the partners in charge. It is almost universally true among ac
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counting firms that there is an exchange of ideas and viewpoints
among the members of the same firm, so that there is not a great
likelihood, if the firm is one which is competent and alert, that there
will be any deterioration as a result of the same firm handling the
matter. It is also common knowledge that policy-making partners
of accounting firms are continually exchanging viewpoints with
those of other firms, both privately and in public meetings, so that
there is pretty wide dissemination of varying views regarding prob
lems of major importance.
As contrasted with the small advantage obtained by making a
change in auditors, the loss may be substantial in that a firm in the
course of years of serving the same client obtains a great deal of
background information regarding the methods followed by the
company in its operations, the make-up of its organization, its sys
tem of controls, etc., which afford a basis for sound consideration
of the company’s problems and advice as to their solution.

Suggestions for Improving Procedures May
Increase Auditor's Value to Client

No accountant would be expected to offer in his audit report a
plan for a complete installation of an accounting system. Certainly
that undertaking would be the basis of a separate engagement dis
tinct from the audit assignment. On the other hand, long-form audit
reports are frequently full of constructive criticisms which are in
the nature of remedial instruction for the improvement of the ac
counting procedures. When the accountant criticizes the procedures
for the receipt and deposit of money and states that each day’s re
ceipts should be deposited promptly and in their entirety, he is out
lining one step in good accounting procedure; this is an item that
would also be dealt with if he were submitting a report for a system
installation.
“What, then,” asks a reader, “are the certified public accountant’s
obligations as to outlining procedures to remedy the deficiencies
which the audit report points out? It is assumed that the agreement
for the audit engagement is silent as to this matter.”
Our Opinion
Strictly speaking, it does not seem to us that the accountant has
any obligation to outline procedures for remedying deficiencies in
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the client’s setup, unless that is one of the purposes for which he
has specifically been engaged. However, we believe it would be
good policy, from the client-relations point of view, to indicate in
a general way the things that could be done to improve the client’s
operations. A few brief statements on such matters would increase
the value of the accountant’s services to the client and would tend
to enhance his standing with him.
For example, the accountant can often make helpful suggestions
regarding internal control. In the booklet, "Internal Control,” issued
by the committee on auditing procedure in 1949, the committee
stated on page 21 that: “Where the system of internal control is
found to be unsatisfactory in some respects, the auditor should ad
vise his client of such observed weaknesses in internal control so
that the client may take what action he thinks is appropriate. Where
the observed weaknesses in internal control have resulted in the
extension of audit procedures beyond the scope which otherwise
would have been necessary, the client should be advised that the
correction of those weaknesses would make it possible for the
auditor to reduce the scope of his work.”
Suggestions for methods of tax savings, changes in insurance cov
erage, revisions of credit policies, and similar comments useful to
the client always increase the client’s regard for the auditor without
taking much extra effort or interfering with a chance for a special
engagement.
Although comments regarding a client’s procedures are often in
cluded in the audit report, many CPAs frequently prefer to include
them in a separate memorandum intended only for the manage
ment’s information. If the comments are quite brief, it seems to us
they might very appropriately be included in the report. However,
if they are fairly extensive, or if the report is intended primarily for
outside parties who would have no concern with such matters, a
separate memorandum may be preferable.
Constructive Profit Analysis Through
Quarterly Income Statements

A correspondent has sent us this interesting illustrative case of
constructive profit analysis which was made through the prepara
tion of quarterly income statements:
“The audit involved a rather large printing house which supplied
printing for colleges. When I examined the sales account I was
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amazed at the small volume of sales during the summer. I discussed
the matter with the president of the corporation, and he informed
me that the nature of their business was such that very little vol
ume was available during the summer quarter.
“To satisfy my own curiosity, I made up quarterly income state
ments based on data available. These statements indicated that the
loss in the summer quarter was approximately equal to the profit in
two of the other quarters and that the net profit for the year was
really only the profit that could be earned in one quarter. I decided
to include this statement with appropriate qualifications in the re
port together with the recommendation that some efforts be made
to secure other business for the summer quarter.
“Apparently the president of the company did realize that they
were not making much profit during the summer quarter, but he was
not aware of the severity of the loss. He took measures to obtain
other business the following year, and as a consequence the net
profit during the following year was several times as large as it had
been in any of the previous years.
“In general, I believe that public accountants could be more
analytical. The above is a simple illustration of what I mean. The
quarterly income statement which I prepared was entirely outside
the contemplated scope of the engagement, but I believe was of
more value than all the audits which had been made of that client’s
books by another auditor over a period of several years.”
This is an excellent example of one of the ways the certified public
accountant can, with relatively little expense, demonstrate the value
of his professional services; not only as an expert accountant but
also as an experienced and objective observer capable of giving
valuable business advice. It reminds us of the custom of one prac
titioner who, wherever possible within reasonable cost, assigned
a systems man to each audit for the purpose of “browsing” around
for a short time looking for possible improvements in the client’s
methods. It was his belief that the results of such brief surveys had
much to do with convincing his clients of the worth of an inde
pendent audit.
Auditor's Evaluation, Presentation of
Receivables Covering Purchase of Stock

“A problem on which I would like to have your opinion,” writes
a correspondent, “has presented itself twice recently in my practice.
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“What is the responsibility of the independent auditor in valuing
a receivable for shares of a corporation’s stock either subscribed or
purchased on an installment basis? What constitutes proper balancesheet presentation of items of this nature? Also, where the receiv
able for stock subscribed is from an officer of the corporation, is the
auditor’s responsibility any different than in the first situation de
scribed above?”
Our Opinion
Just as with certain trade accounts, it is incumbent on the auditor
to discuss with a responsible officer the status and disposition of any
past due or otherwise doubtful receivables from stockholders or
officers, for shares of stock either subscribed or purchased on an
installment basis. Such inquiries should be made as will enable the
auditor to form an opinion of the extent to which these accounts are
currently realizable and to decide whether the provision for doubtful
accounts is adequate. A determination that the accounts are uncol
lectible, of course, calls for exclusion of the asset from the balance
sheet.
The auditor should always carefully scrutinize receivables from
affiliates, officers, stockholders, or employees to gain assurance that
such receivables are in fact what they purport to be. These cases
always raise a question whether prompt and full collection of the
debt will be affected by the special relationship that exists between
debtor and creditor.
It is also the auditor’s responsibility to substantiate unpaid sub
scriptions to stock by examining subscriptions or other evidence on
file, and in cases where stock has been sold on the installment plan,
he should determine whether collections have been received in ac
cordance with the terms of sale.
If a corporation is in a position to make a “call” for delinquent
payments or otherwise force a forfeiture of previous payments,
but has not done so, the auditor should determine the reason.
If it is concluded that the company has no intention of calling
for unpaid subscriptions, or if payment of the subscription is to
be effected only by applying dividends earned on the stock or if such
payment is subject to other contingencies, the receivables might
well be treated as a deduction from capital stock subscribed in the
capital section of the balance sheet.
Since receivables arising from subscriptions to capital stock are by
nature dissimilar from other types of receivables, they should, if
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material, be shown separately on the balance sheet; and if such re
ceivables are from officers, the caption of the item should indicate
this.
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Is Standard Report Form Too Long?

A Canadian reader who has examined a considerable number of
American reports writes us that he thinks the AICPA standard
short form of report is unnecessarily long. He mentions two points
in particular that he does not like.
First, he thinks that reference to the statements in the scope para
graph and then again in the opinion paragraph involves considerable
duplication. According to our reader, “The statements reported
upon need not be individually identified, the words ‘financial state
ments’ covering all statements of a financial character. The auditor’s
opinion should cover all financial statements presented; if they are
not to be reported upon this should be noted on the particular
statements. This will eliminate lengthy descriptions of the state83
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ments covered by the opinion, and particularly the problem of listing
several surplus statements presenting retained earnings, excess of
par value of preferred shares redeemed over cost of redemption, and
so on.” He suggests that a one-paragraph form of report in which
the opinion is stated before the scope, such as has been used by
certain accounting firms, is considerably more compact and incisive.
Our reader’s second point is that he does not think it necessary to
include a reference to the completion of “such tests of the account
ing records and such other auditing procedures as we considered
necessary in the circumstances.” This statement, he believes, is in
herent in the expression “generally accepted auditing standards.”
Our Opinion
As to the points raised by our Canadian correspondent, we are very
sympathetic with the views he expresses. However, we are inclined
to believe that the advantages of the parts of the report he criticizes
outweigh their disadvantages, at least so far as United States prac
tice is concerned.
It is true that the standard form of report contains duplication in
the references to the financial statements being reported upon, and
that the duplication contributes in some measure to the length of
the report. Nevertheless, it seems to us that there are definite advan
tages to being specific in this respect. For example, in published re
ports to stockholders by companies in the United States, there are
frequently many financial statements, such as earnings summaries,
funds statements and special condensed statements, as to which the
auditor takes no responsibility. The research department’s analysis
of 600 published corporate annual reports to stockholders, which is
published under the title Accounting Trends and Techniques (7th
edition), shows that 477 of the companies presented some sort of
supplementary, uncertified financial statements. Not infrequently,
these statements appeared in close proximity to the certified state
ments without a very clear line of demarcation between them. It
might be possible to label each one of these supplementary state
ments as being uncertified, but such a practice would unquestion
ably be cumbersome in many cases and might tend to discredit
them unjustifiably. As a practical matter, we are not sure that the
auditor would have any basis upon which he could require the client
to label the statements as being uncertified, since it is the report of
the client, rather than the independent accountant’s report, in which
the statements appear.
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There is, of course, no objection to expressing the opinion part of
the standard form of report first, and following it with the scope
comment. It appears to have some definite advantages. For instance,
in a one-paragraph report of this type, it seems to us that it would
be necessary to specify the statements being reported upon only
the first time they are mentioned in the report. In subsequent refer
ences, expressions like “these financial statements” or “such financial
statements” appear to be appropriate. The principal disadvantage
of this “reversed” form of report, it seems to us, is that it is apt to
become rather awkward when a qualification of the opinion re
quires a fairly long explanation. While it is, of course, possible to set
forth the explanation in a separate paragraph, it does not seem to us
that the resulting report reads as smoothly, and gives as good an
impression, as does the present standard form with the explanation
inserted between scope and opinion paragraphs.
We think our reader is on very sound logical ground when he
states that the reference to completion of such tests and other audit
ing procedures as were considered necessary in the circumstances is
inherent in the expression “generally accepted auditing standards.”
It is doubtful that this reference either adds to or reduces the CPA’s
responsibility. However, many nonaccountants do not understand
the fact that the scope of an examination leading to an unqualified
opinion is determined by the auditor in the light of his judgment
as to what is necessary and that the usual examination is based on
testing. Accordingly, we believe it is desirable to emphasize these
points in auditors’ reports. Eventually the general public may be
come well enough informed as to auditing procedures so that such a
statement is no longer needed. Until that time, however, we are
inclined to believe that most CPAs would be reluctant to omit it.
In trying to decide whether or not the present form of report is
too long, it is well to bear in mind that there may be a disadvantage
in overly condensing the auditor’s report, especially in the case of
published financial statements. The present standard form of two
paragraphs, often set forth on a separate page, shows up more
prominently in an annual report to stockholders than would a single
paragraph form, which would probably be printed at the foot of the
balance-sheet or income statement. The auditor’s report should be
presented prominently because it contains significant information
for the reader of the annual report. It would not help the profes
sion’s efforts to educate users of financial statements to read the
auditor’s report if it is boiled down so far as to be inconspicuous.
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Short-Form Report Should Be
Modified to Fit the Facts

The short form of auditor’s report or certificate 1 is used very
widely. However, accountants should recognize that it is not in
tended for invariable use. It should be adapted to the needs of the
particular case.
There are many conditions which require modification of the
standard form. For example, the report may be used in connection
with an examination covering a period of several years, or of less
than a year. It may be necessary to modify the form to include ex
planations of matters which the auditor feels should be mentioned
in the report. It may be necessary to call attention to reservations or
exceptions.
The need for modifying the report in situations such as those de
scribed is obvious. However, there are other situations in which
the need may not be so clear. One such case is that in which the
analysis of surplus is included in the balance sheet and there is no
separate surplus statement.
The first sentence of the standard short form of report reads as
follows:
“W e have examined the balance sheet of X Company as of Decem
ber 31, 19__and the related statement(s) of income and surplus for
the year then ended.”

Is it appropriate to use this wording as it stands, or should the words
“and surplus” be deleted, when the analysis of surplus is included
in the balance sheet? In a sense, the financial statements do include
a statement of surplus. However, it is presented as a part of the
balance sheet. It is our opinion that the words “and surplus” in the
standard short form of report should be used only when the analysis
of surplus is presented in a separate statement. Those words are,
in effect, a part of a listing of the statements examined and reported
upon. Thus, when the analysis is included in the balance sheet, we
believe the enumeration should be limited to the balance sheet and
statement of profit and loss.
1 See Codification of Statements on Auditing Procedure, p. 16.
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Misleading Audit Report Language
Should Be Avoided

The auditors report quoted below seems to us to illustrate a
type of approach which so frequently causes misunderstanding
among nonaccountants as to the independent auditor’s function.
Brought to our attention by a banker who follows developments in
auditing closely, the report reads as follows:
"W e have conducted detailed audits of your books and records,
which have been kept in accordance with accepted accounting
methods and principles, and
“W e hereby CE R TIFY that the attached condensed Balance Sheet
and Operating Statement, prepared from your books without inde
pendent confirmation by correspondence, in our opinion, correctly
reflect your financial condition as of (date) and the results of your
operations for the fiscal year then ended.”

Just what is there about this report that is likely to be misleading?
The first thing that strikes us is the use of the word “certify.” That
word used to appear very frequently in auditors’ reports but, recog
nizing that to the nonaccountant it implies a responsibility which
the independent auditor is in no position to assume, most CPAs
abandoned it many years ago. In this report, however, the auditors
have not only used it, they have emphasized it by writing it in
capital letters.
The auditors also state that the financial statements “correctly
reflect” the client’s financial condition and results of operations. If
accounting were an exact science, it might be appropriate to use
words like “correct.” However, accounting is not an exact science.
There are many items in the financial statements which cannot be
measured exactly and represent only the best estimate which those
responsible for the financial statements can make.
To be sure, both the words “certify” and “correctly” are qualified
in the report by the phrase “in our opinion.” There seems to be little
room for doubt, however, that most persons reading the report would
infer a much greater degree of certainty as to the amounts shown
in the financial statements than is warranted by the facts.
Another point which many laymen might fail to recognize as
being important is that the opinion is qualified by the words “with
out independent confirmation by correspondence,” particularly when
read in conjunction with the statement in the first paragraph that
the accountants have made a detailed audit. It is hard for us to
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conceive of a possible case in which a satisfactory audit, detailed or
not, can be made solely from the books and other records of the
company without at least some confirmation from outsiders. It may
be a fact that accounts receivable are not significant in this case
and need not be confirmed, but are there no deposits with banks,
notes payable, contingent liabilities, or other items that require
confirmation by correspondence?
We do not know the name of the firm which signed the report
but, whether by intent or by carelessness in the use of language, it
seems to us they have employed language which implies complete
satisfaction with the financial statements when, as a matter of fact,
their opinion is very heavily qualified. We believe that reports such
as this can bring great discredit to the profession and that CPAs
would be well advised to use language which reflects more clearly
the basic concepts of auditing to which most of the profession
adheres. The language recommended by the AICPA committee on
auditing procedure accomplishes that objective much more effec
tively than most of the original attempts at wording that have come
to our attention.

Separate Captions Suggested for
Short-Form Reports

The problem of designing reports so that they will convey their
intended messages is one requiring constant study and review. In
the following comments from a prominent member of the profes
sion, it is suggested that captions indicating the principal parts of
the report would be effective:
“There is one change in form that I would like to suggest that I
think would have valuable significance in substance, if I may use
the paradox. I feel that as things now stand, the public is hard put
to locate within the standard form of report the presence of an
exception. There may be an exception at the end of the standard
first paragraph, there may be an exception set forth in a separate
paragraph between the standard first and second paragraphs, there
may be an exception at the beginning of the opinion paragraph, or
there may be an exception at the end of the opinion paragraph.
The exceptions may be couched in just a phrase or a clause so that
on the surface and a quick look, the reader may think that the re
port is the standard unqualified opinion.
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“We may shout from the housetops that quick looks are not
enough and that we expect the public to be adult about the reading
of our opinions. Nevertheless, I don’t think that by our own doings
we ought to make things tougher than they need be. To put the
matter affirmatively, because exceptions are exceptions, and hence
are mighty important, I think we ought to set up our standard
short-form report in such a way that there is just no mistaking the
existence and location of an exception.
“To that end, I recommend that our report be divided into two
or more paragraphs, as the case may be, with standard captions for
each paragraph or group of paragraphs. For example, if the report
contained explanations and exceptions, there would be four sidecaptions along the following lines: Scope of examination; Explana
tions; Opinion; Exceptions. Under each of these captions, if there
was occasion to have more than one paragraph or more than one
explanation or exception, each would be separately numbered. As
I mentioned at the outset, I am not concerned about the order of
the captions. My point is that with this sort of an arrangement, I
think that we would remove forever and a day for the benefit of
the users of our statements any doubts about the existence of an
exception and where it is to be found. The suggested setup would
also serve to make clear our differentiation between an explanation
and an exception.
“I take it that anything that helps the public in the use of our
product must inevitably likewise have the effect of helping us.”

Pity the Poor Stockholder!

Since the issuance of Statement on Auditing Procedure Number
23 1 we have had a great deal to say about various aspects of pre
senting clear, informative auditor’s reports, all intended to help our
readers explain to users of their reports the responsibility they are
taking for financial statements accompanied by their names.
For the most part, the need for Statement Number 23 arose
through failure of many auditors to state, one way or another,
whether they were expressing an opinion on the financial statements.
However, there recently came to our attention a somewhat different
practice which we believe must be equally confusing to users of
1 “ Clarification of Accountant’s Report W hen Opinion is Omitted.” See pages
18-20 of Codification of Statements on Auditing Procedure.
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financial statements. It appeared in the auditor’s report accompany
ing financial statements included in an annual report to stockholders.
The report substantially followed the standard short form recom
mended on page 16 of the Codification, except as indicated in the
following excerpt from the opinion paragraph:
“In our opinion, the accompanying consolidated balance sheet
and related consolidated statement of income and expenses and
the comments contained in our detailed report under date of —
present fairly the consolidated position of . . .” (italics supplied).
Did the auditor express an unqualified opinion on these financial
statements? We do not know, and we doubt that any person receiv
ing this annual report knows. Nowhere is there any indication of
what the detailed audit report says. Presumably, it contains nothing
that would qualify the opinion, but the stockholders have no as
surance on this point. It seems to us they have absolutely no basis
for deciding whether they should rely upon the information con
tained in the financial statements, and that the auditor has not dis
charged his responsibility to them.
We feel this type of reporting is highly undesirable. It seems to
us the auditor’s report should be complete in itself. It should not
be necessary for stockholders and other third parties to have to go
elsewhere to determine whether the statements, as submitted, are
considered to present fairly the information they purport to show. If
the independent accountant has any reservations or exceptions re
garding the financial statements he should say so in his report.

Caution Is Advisable in Signing
Opinion on Special Forms

What should the accountant do when asked to sign printed forms
of certificates which state that financial statements are “correct,” or
“true and accurate”? Such language is frequently contained in the
forms of certificates printed on reports by contractors to state high
way commissions and departments of public works.
The language of these certificates often appears to vouch for,
almost guarantee, the absolute accuracy of the statements without
giving recognition to the fact that many judgments and conventions
enter into their preparation. They seldom include the phrase “in
our opinion” and almost uniformly omit the qualifying expression
“in accordance with generally accepted accounting principles.” Ac
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cordingly, most CPAs are hesitant to sign such reports, but are un
certain as to what they should do.
In an effort to learn how this problem is being handled in practice,
we asked several accounting firms in various parts of the country to
outline their practices in dealing with it. The responses received
indicate that most of these firms generally substitute the standard
short-form report for the printed certificate, if the standard report
wording is appropriate. In some cases, the regular report submitted
by the CPA to the client is substituted for the financial statements
and certificate required by the printed report form. That practice,
it seems to us, is to be preferred if the party for whom the report is
being prepared will accept it, and we believe it will generally be
accepted.
In some cases, it will of course be necessary to draft a special form
of certification. For example, one of the firms commenting on this
problem cited the following certificate suggested by a state au
thority for inclusion in municipal audit reports:
“I hereby certify that this above report is a true and correct report
of the___ o f____ , county o f___ , as obtained from the records
submitted to me or my representatives, supplemented by personal
inquiry and investigation; and I believe it to be a true report of the
financial condition of the___ as evidenced by books, records, and
documents submitted for inspection.”
The firm has substituted the following certificate:
“We have examined the financial transactions recorded in the books
and accounting records of the TOWN o f ___ for the fiscal year
ended ____
“Our examination was made in accordance with generally accepted
auditing standards, and accordingly included such tests of the ac
counting records and such other auditing procedures as we con
sidered necessary in the circumstances. Information and explanations
were obtained from officials.
“Accordingly, in our opinion, and to the best of our knowledge and
belief based upon such examination, the attached Exhibits___ to
___ and Schedules____ t o ____ , accompanied by explanatory
comments and recommendations, present fairly the financial posi
tion as o f___ of the various funds of the TOWN o f ____ and the
results of its operations and changes in funds for the fiscal year then
ended in conformity with generally accepted accounting principles
as applied to municipalities.”
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In some cases, the auditors have been satisfied to modify the printed
form. For example, one firm mentioned the reports of foreign corpo
rations to the Commonwealth of Massachusetts. That report in
cludes an "Auditor’s Statement” which reads as follows:
"In compliance with the provisions of Massachusetts General Laws,
Chapter 181, Section 13, I ,................. the duly chosen auditor of
............... hereby state under the penalties of perjury that the fore
going report represents the true condition of the affairs of said
corporation as disclosed by its books at the close of the period cov
ered by such report.”
It is this firm’s practice, in signing this statement, to insert the words
"in our opinion” following the word “that” in the statement. We
would be inclined, however, also to substitute the words “present
fairly the” for the words “represents the true,” in order to avoid the
positiveness implied by the word “true.”
Somewhat related to the problem of what should be said in the
opinion is the question of how it should be signed. A number of
the printed forms of certificates provide not only for the signature
of the firm name but also for the signature of the individual mak
ing the report. For example, the report might be signed “John Doe
& Company, by John Doe.”
We see no objection to signing a report in that manner. However,
we do not believe it is necessary, since it seems clear that the ac
counting firm’s responsibility is the same regardless of the form in
which its name is signed. According to a resolution adopted by the
Council of the American Institute of Certified Public Accountants on
September 30, 1946, “all statements made over the signature of the
firm are the statements of all the principals of such firm,” and “when
the firm name is written or typed, and underneath the name is
signed the name of an individual, whether or not preceded by the
word ‘by,' the statements appearing above such signature are to be
considered the statements of the firm and of the individual so
signing.”
In most cases, we believe, these difficulties can be best worked
out by discussions at the local level with representatives of the
organizations requesting the reports. In certain localities CPAs have
been quite successful in getting the state agencies or the companies
involved to modify the printed form of opinion when it was not
acceptable. While it may not be feasible for individual CPAs to
attempt to obtain such modifications, representatives of a state
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society or local chapter can often present the auditors’ viewpoint
very effectively. The usual line of action has been for a committee
of CPAs, headed by someone who has a keen interest in the subject,
to meet with representatives of the state commission or of the com
pany involved. That procedure is entirely proper and its adoption
by others will perhaps aid in developing printed forms of opinion
which auditors are able to sign.

Auditors Are Advised to Attach
Their Own Reports to Bank Forms

CPAs frequently write us to inquire how they may appropriately
qualify reports which they are requested to prepare on forms pro
vided by banks and other credit grantors. Often the forms arrange
the items in the financial statements in a manner which the independ
ent accountants do not consider desirable. Sometimes the form of
“certificate” includes representations which the CPA considers to be
inappropriate.
Our Opinion
We believe that, rather than attempt to qualify or modify the
forms provided by banks and other credit grantors, it is preferable to
prepare the financial statements in good form, and attach them to
the printed form, giving the regular auditor’s report. When this is
done, the printed form is left blank so far as the financial statements
and the auditor’s opinion are concerned. W e believe that practice
permits a more accurate statement of the auditor's representations,
and in many cases provides the banks and other credit grantors with
financial statements which are better adapted to the particular com
pany. It is our understanding that a number of accounting firms
have followed that practice, and that the banks and credit grantors
have been well satisfied with the reports submitted in that manner.

Report Should Be Sole Basis of
Responsibility to Third Parties

A reader recently raised an interesting question with respect to
giving certifications to third parties. In this case, an insurance com
pany, which had issued a fidelity bond on an employee of a com93
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pany he had examined, requested the auditor to sign a certificate
to the effect that all the books of account were found to be “correct
and satisfactory.” He took the position, and rightfully we believe,
that the report he renders to his client should be the sole basis of
any responsibility he has to anyone dealing with his client.
It is our opinion that the purpose of the financial type of examina
tion is to enable the auditor to report on the fairness of a company’s
financial statements and for that purpose alone. It is not designed to
uncover employee defalcations. The use of the word “correct” is
hard to justify in connection with books and financial statements
even if a detailed audit is made, to say nothing about the more
usual audit based on tests. There are so many matters of judgment
involved in accounting that we do not believe the CPA is in a posi
tion to comply with a request such as the insurance company made
in this case under any circumstances.

A P P L IC A T IO N O F S T A T E M E N T N O . 2 3

S I G N I F I C A N C E OF S T A T E M E N T NO. 2 3
Statement 23 Does Not Govern
Expression of Opinion

The adoption of Statement Number 23 1 was an important step
in the development of improved standards of reporting. It has
brought great credit to the accounting profession and reflects the
continuing efforts CPAs have made to improve their services. How
ever, it should not be interpreted as laying down standards as to
the auditing procedures which must be employed to express an
opinion.
W e cannot agree with the comment of an accountant who re
cently wrote that “Statement Number 23 clearly states that if the
1 “Clarification of Accountant’s Report W hen Opinion is Omitted.” See pages
18-20 of Codification of Statements on Auditing Procedure.
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present auditing procedures of outside verification are not com
plied with, then no opinion should be given.” That interpretation is
not clear to us and certainly was not intended by the committee on
auditing procedure. Statement Number 23 is not directed to audit
ing procedures. It applies only to reports, and then only to those
cases where an auditor feels he cannot express an opinion. It does
not tell the auditor what his opinion shall be—it says only that
when he feels he is not in a position to express an opinion he should
say so and give his reasons why.
Perhaps some of the confusion regarding Statement Number 23
arises from the fact that it amends a part of “Extensions of Auditing
Procedure.” 1 Among other things, that statement set forth the con
cept that the auditor should withhold an opinion if his exceptions
would have the effect of nullifying it. The same concept was in
cluded in the Institute’s rules of professional conduct several years
ago, and is carried over in Statement Number 23. That concept is not
new. The thing that is new is that the auditor must state that he is
withholding an opinion; he was not required to do so before State
ment Number 23.
“Extensions of Auditing Procedure” also established confirmation
of receivables and observation of inventory-taking as generally ac
cepted auditing procedures. However, it has never been clearly set
forth whether the omission of these procedures necessarily precludes
the expression of an opinion. Assuming the procedures are practi
cable and reasonable and the amounts involved are material, some
CPAs feel that an opinion must always be withheld if the pro
cedures have not been employed. Others feel there frequently are
conditions where acceptable alternative procedures may be em
ployed.
The need for clarification of this point by the committee on
auditing procedure was expressed by one of our readers as follows:
“Our chapter committee on small business has in its membership
a number of young men who are engaged solely in ‘small business’
practice. The expression of an opinion under Statement Number 23
conditions disturbs these men. Their practices, as well as the prac
tices of many others with larger staffs, deal with businesses of vary
ing sizes and conditions of internal control. Their engagements call
for the submission of monthly and various interim reports based on
continuous audits without recourse to the confirmations or verifica
tions which they may make at fiscal closings.
1 See pages 20 -29 o f the Codification.
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“They are concerned with the fact that no opinion is expressed in
any of these reports which are primarily for the guidance of the
management. They realize, though, that these reports may be
handed to bankers and others and that they may be accepted as
‘our auditor’s reports,’ despite the wording of caution contained
therein.
“In recent years more and more small businesses have come to
accountants for service, and reporting on such business to manage
ment is the concern of the CPA engaged in this type of practice.
This type of practice is very different than that engaged in by the
larger firms who come into a large business.
“In small business practice all closings, all statements in detail are
prepared by the accountant and they are his presentation to the
management of what he has seen of the operations as expressed by
the records available to him.
“His audits, in many cases, are entirely in detail. He has com
plete knowledge of the inventory and the authenticity of the re
ceivables, yet in some cases he has not gone to outside sources to
confirm the receivables, nor has he observed the inventory-taking,
because of limitations which have been placed on him by the client.
“Since alternate procedures have not been given any validity by
the Institute committee on auditing procedure, the ‘small business’
practitioner as well as others who desire to conform, are perturbed
concerning the ‘expression of an opinion.’ The young men who have
this ‘small business’ practice want to be conformists and assistance
of the American Institute is needed to clarify their position.”
The committee on auditing procedure has recently given this
question a good deal of thought, and has concluded that there are
instances in which alternative procedures would furnish a sound
basis for an opinion. However, it feels that such instances are com
paratively rare and that the accountant must be prepared to bear the
burden of justifying his opinion.
Referring to the type of case just mentioned, it seems to us, and
we believe the committee agrees, that when an auditor has “com
plete knowledge of the inventory and the authenticity of the receiv
ables,” he is perfectly justified in expressing an opinion even though
he has not gone to outside sources to confirm receivables or observed
the inventory-taking. The only difference in such a case is that, since
he has not employed generally accepted procedures, he assumes the
additional risk of having to show that the alternative procedures
were adequate for a well-founded opinion in the particular circum
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stances. Of course, he has to disclose that the generally accepted
procedures were not followed.
The purpose of Statement Number 23 is simply to prevent clients
and third parties from being misled as to the auditor's position with
respect to financial statements. To accomplish this requires him to
say what responsibility he takes for the statements. If he feels he is
justified in giving an opinion, the standard of reporting in State
ment Number 23 does not apply. It is applicable only when the
auditor feels he must withhold an opinion. He himself must decide
whether in the light of the particular circumstance he is justified in
expressing an opinion.

Disclosing All Reasons for
Disclaimer of Opinion

A CPA raised a very interesting question regarding disclaimers of
opinion in a letter to the editor in the New York Certified Public
Accountant. Basically, the question was this: When, because of the
omission of some auditing procedure, the independent accountant
disclaims an opinion, and at the same time there are significant
departures from generally accepted accounting principles or con
sistency which would also require a disclaimer of opinion, is it
proper for the independent accountant to confine his disclaimer
purely to the auditing limitations?
The writer thinks some practitioners believe that, when they have
disclaimed an opinion for an auditing reason, there is no need to add
to the language of their disclaimer. He suggests that this may stem
partially from the emphasis on the audit examination in the dis
cussion of reporting standards on page 14 of “Generally Accepted
Auditing Standards.”
Our Opinion
It seems to us that the independent accountant has not done his
duty unless he fully discloses any matters of significance which he
believes are not properly presented in the financial statements, if he
permits his name to be used in connection with them. We do not
believe he is excused from making such disclosures merely because
his denial is due primarily to the fact that his auditing procedures
have not been adequate.
While there is no direct official expression of this conclusion, it
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seems to us that the whole spirit of Statement on Auditing Pro
cedure Number 23 itself, even its title, “Clarification of Accountant’s
Report When Opinion Is Omitted,” calls for disclosure of his views
in situations of this kind. It does not seem to us that a report is really
“clarified” if the auditor discloses only part of the truth. Also, the
language of Statement Number 23 and of the fourth reporting stand
ard in “Generally Accepted Auditing Standards” call for a statement
of the reasons (plural) why an opinion is withheld.
Furthermore, although we do not know of a specific ruling on this
point by the AICPA committee on professional ethics, it seems to us
that failure to disclose an important departure from generally ac
cepted accounting principles would violate the spirit, though, since
no opinion is expressed, not the letter, of Rule 5 ( e ) of the AICPA
Rules of Professional Conduct, which states that “in expressing an
opinion on representations in financial statements which he has ex
amined, a member may be held guilty of an act discreditable to
the profession if . . . he fails to direct attention to any material
departure from generally accepted accounting principles. . . .”
In commenting on this question, another writer pointed out that
the independent accountant “may not omit any pertinent informa
tion which appears on the books. Nor may he exclude from a report
any significant information of which he has knowledge merely be
cause there is no record of it on the books . . . To state one reason
and omit others would constitute a concealment of vital informa
tion.” This conforms to our thinking.

Does a Printed Warning Comply
with Statement Number 23?

Since the adoption of Statement Number 23 1 some CPAs have
been using report paper with a brief warning as to the extent of
their responsibility printed at the bottom of each page. The follow
ing is one which a reader asked us to comment on from the view
point of compliance with Statement Number 23:

*

This report has been prepared for the exclusive use of the concern
to whose business it relates and may not be relied upon by any out
sider without written permission from the auditors.
1 “ Clarification of Accountant’s Report W hen Opinion is Omitted.” See pages
18-20 of Codification of Statements on Auditing Procedure.
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In spirit, the note is in harmony with the objectives of Statement
Number 23 since it warns the reader not to rely upon the reports.
However, we do not believe it completely fulfills the requirements
of Statement Number 23.
When only financial statements are presented, and no report ac
companies them, it seems to us a printed note would be satisfactory.
However, we believe the wording of the note should be changed
considerably. As now stated, the note implies that the auditor is in
a position to give or deny permission to rely upon the report. Actu
ally, a person can rely upon it or not, as he sees fit. We suggest,
therefore, that the note would be more to the point if it were
amended to read somewhat in language which is as follows:
This statement has been prepared by us without complete audit
verification for the exclusive use of the concern to whose business it
relates. We do not intend that outsiders should rely upon the fairness
of the information presented.

It should be borne in mind that, when the financial statements
have not been examined to the extent that an unqualified opinion
can be given and they are accompanied by a report or other com
ments by the auditor, Statement Number 23 calls for the inclusion
of a qualified opinion or the clear-cut denial of an opinion. In such
a case, we do not feel that a printed note, not included in the body
of the report or other comments, complies with the requirements of
Statement Number 23.

A Denial of Opinion Does Not
Discharge All Responsibility

Does a CPA avoid responsibility in connection with a set of finan
cial statements issued to the public by denying an opinion regard
ing them if, as a matter of fact, he knows that the statements are
actually false or misleading? Though not directly in point, this
question is brought to mind by a recent opinion of the General
Counsel of the Securities and Exchange Commission.
According to that opinion, “The courts have repeatedly held that
a hedge clause or legend disclaiming liability has little, if any, legal
effect as protection against civil liability where a person makes a
representation which he knows, or in the exercise of reasonable care
99

The Auditor's Report

could have discovered, is false or misleading” ( Securities Act of 1933
Release Number 3411).
The “hedge clauses” referred to in the release appear to be pri
marily those used by brokers, dealers, investment advisers, and
others, to the effect that the information presented is believed to be
reliable, but that its accuracy cannot be guaranteed. While this is a
subject with which independent accountants are not particularly
concerned, the implications of the quoted sentence appear to be
important. It seems clear that there is a strong possibility that a
CPA would lay himself open to legal liabilities, if, as a matter of
fact, he knew that a statement to which he permitted his name to
be attached was actually false or misleading—even though he denied
an opinion.
Regardless of whether or not the CPA has a legal liability, we
believe that, as a professional accountant, he has a moral responsi
bility to see that financial statements present fairly any important
information of which he has knowledge. When an independent ac
countant denies an opinion on a set of financial statements, he is in
effect stating that he has insufficient grounds for an opinion as to
whether the statements make a fair presentation or not. He can
hardly justify such a statement when he does have factual grounds
for believing the financial statements are false or misleading. In such
cases, we believe, the independent accountant should require ad
justment of the accounts or adequate disclosure of the facts. If the
client insists upon the presentation of false or misleading statements,
it seems clear to us that the CPA should have nothing to do with
the preparation of the statements, and should positively refuse to
permit his name to be associated with them.

PIECEMEAL OPINIONS
Piecemeal Opinions Should Not
Contradict Denial

Statement on Auditing Procedure Number 2 3 1 provides that the
auditor may, under certain circumstances, comment as to compliance
1 “ Clarification of Accountant’s Report W hen Opinion is Omitted.” See pages
18—20 of Codification of Statements on Auditing Procedure.
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of the financial statements with generally accepted accounting prin
ciples in respects other than those which require denial of an opin
ion on the over-all fairness of the statements. Such comments are
sometimes called “piecemeal” opinions. They may be given in cases
where the scope of the independent accountant’s examination has
been insufficient to enable him to express an opinion on the state
ments considered as a whole, where his examination has disclosed a
material area of the statements as to which he is unable to form an
opinion by limitation of circumstances, or where some differences of
opinion exist between the CPA and his client as to the acceptability
of the accounting practices employed.1
Piecemeal opinions are, of course, appropriate only after the audi
tor has made clear the fact that he is not in a position to express an
opinion on the financial statements taken as a whole and only to the
extent the scope of his examination and his findings justify. They
were approved in Statement Number 23 in recognition of the fact
that the auditor’s examination is sometimes sufficient to warrant the
expression of an opinion with respect to certain items on the finan
cial statements even though it is not sufficient for the expression of
an opinion on the financial statements taken as a whole. For ex
ample, banks may be willing to accept financial statements accom
panied by a denial of opinion, in some cases, if the accountant
indicates the items with respect to which he has satisfied himself.
We agree wholeheartedly with the principle of expressing piece
meal opinions when the auditor is in a position to do so. However,
unless he is very careful as to the manner in which he states a piece
meal opinion, it is apt to imply such broad coverage as to contradict
the denial of opinion and therefore leave the reader of his report in
doubt as to just where he stands.
The principal difficulty in expressing clear piecemeal opinions
arises from the fact that many readers of independent accountants’
reports may not understand the interrelationship between various
items on the financial statements. For example, there is usually a
close relationship between accounts receivable and sales and be
tween inventories and cost of goods sold. Similarly, it may not be
possible to express an opinion as to the fixed assets of the company
without a review of the income accounts to determine that they do
not include items which should be capitalized. We suggest, there
fore, that piecemeal opinions should be directed to specific items
1 See page 48 of Generally Accepted Auditing Standards.
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on the financial statements and that expressions which imply a broad
coverage, such as “in all other respects” and “present fairly,” should
not be used.
We recently received a copy of an example of a denial of an
opinion which we feel meets this problem satisfactorily. It is as
follows:
We have examined the balance sheet of XYZ company as of June
30, 19_and the related statements of income and surplus for the
year then ended. Our examination was made in accordance with
generally accepted auditing standards, and accordingly included
such tests of the accounting records and such other auditing pro
cedures as we considered necessary in the circumstances except as
noted in the immediately following paragraph.
At your request we did not follow the generally accepted auditing
procedures of communicating with debtors to confirm accounts re
ceivable balances and of observing and testing the methods used by
your employees in determining inventory quantities at the year end.
Because of these limitations, the scope of our examination was in
adequate to permit us to reach any significant opinion on the ac
companying financial statements taken as a whole.
Comments, as to the compliance of the statements with generally
accepted accounting principles in respects other than those affected
by the aforesaid limitations on our examination, follow.
(The auditor here would include such comments as his examina
tion and findings justify.)

Care Required with Piecemeal Opinions

An article in The Journal of Accountancy, entitled “One Firm’s
Experience with Non-Opinion Reports” (July 1949, p. 14), called
attention to the necessity for great care in commenting on the com
pliance of financial statements with generally accepted accounting
principles in respects other than those requiring the denial of an
opinion on the statements taken as a whole. Pointing out that many
who use financial statements may not be aware of the fact that the
figures appearing on the statements are part of an integrated whole,
rather than separate items, the author warned accountants that, un
less the limitations of such comments are clearly indicated, third
parties may believe they can place more dependence on the audited
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portions of the statements than the facts warrant. He expressed the
view, however, that such misunderstandings could be avoided by
appropriate language.
Recently another practitioner wrote us expressing some further
views on this question which we believe merit consideration by the
profession. His comments are as follows:
“I am very much interested in the so-called ‘piecemeal opinions.'
I personally think this type of an opinion is very dangerous and
should not be used except in the case of closely held companies
which have no outside financial interests. Frankly I cannot tell
much, if any, difference between the old-style qualified opinion and
the new-style ‘piecemeal opinion.' And I am sure the laity will not
see any difference at all. There may be a technical difference which
would sort of give the accountant an ‘out’ from the provisions of
Statement Number 23,1 but so far I personally am not convinced that
they should be recommended by the Institute or the committee on
auditing procedure. They are too much like an ordinary qualified
opinion.”
Our Opinion
We are inclined to disagree with the view that a report comment
ing on the compliance of the statements in respects other than those
which require the denial of an opinion on the statements taken as
a whole is not much different from the old style qualified opinion.
We consider a qualified opinion, old style or new style, to be one in
which the CPA expresses his opinion on the statements taken as
a whole, but with reservations as to certain matters which are not
material enough to negative the opinion. The situations in which an
auditor might express a “piecemeal opinion,” it seems to us, are
quite different. In those cases, he considers his exceptions to be so
material that he is not in a position to express any opinion on the
statements taken as a whole.
There probably are very few circumstances in which a “piecemeal
opinion” would be appropriate in connection with a statement of
income because of the inter-relationship between the various items
on that statement and on the balance sheet. On the other hand, we
feel that there are probably many cases in which an opinion as to
certain items on the balance sheet would be entirely appropriate
1 “ Clarification of Accountant’s Report W hen Opinion is Omitted.” See pages
18-20 of Codification of Statements on Auditing Procedure.

103

The Auditor's Report

even though the auditor was not in a position to express an opinion
on the balance sheet taken as a whole. In such cases, it would seem
neither necessary nor wise to deprive the client, or others who use
the financial statements, of the benefit of the auditor’s opinion in
those respects.
W e believe the auditor should be able, by means of careful word
ing, to indicate clearly the limitations of his remarks so that, when
accompanied by a clear-cut denial of an opinion on the statements
taken as a whole, there will be no doubt as to the extent of his
representations.

A Good Disclaimer of Opinion

The following paragraph is one which has been used by a firm in
the midwest to disclaim an opinion on statements taken as a whole
when they did not confirm the receivables by direct correspondence
with the debtors and did not participate in the inventory taking. We
believe it is a very good statement of the accountant’s position.
“Since the scope of our assignment did not include the confirma
tion of accounts receivable by correspondence with the debtors nor
our verification of inventory quantities, we are unable to express an
opinion on the financial condition of the A. B. C. Company as at
December 31, 19__or the results of its operations for the year then
ended. In so far as we determined, within the scope of our examina
tion, the attached balance sheet and related statements of profit and
loss and surplus have been prepared in accordance with generally
accepted accounting principles applied on a basis consistent with
that of last year.”

In discussing this paragraph, the reader who submitted it to us
asked whether it would still conform to Statement Number 2 3 1 if
all of the first sentence after the word “opinion” were omitted.
W e believe the original wording is definitely preferable. The
alternative wording does not indicate what opinion is referred to
and, hence, seems incomplete. It is somewhat the same as present
ing a column of figures without indicating the total. However, since
the alternative wording does include a specific disclaimer of opinion,
we feel it must be considered to comply with Statement Number 23.
1 “ Clarification of Accountant’s Report W hen Opinion is Omitted.” See pages
18-20 of Codification of Statements on Auditing Procedure.
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Auditor's Disclaimer of Opinion
Need Not Discredit Statements

In commenting on the revision of Statement on Auditing Pro
cedure Number 23,1 a correspondent mentioned that he sometimes
adds to his report the statement that he found nothing in the course
of his examination to indicate that the accounts which were not
fully verified were not correct. He was of the opinion that there is
nothing in the revised statement which would preclude such an
assertion as long as the expression of an over-all opinion was denied
and the reasons therefor clearly stated.
Our Opinion
We agree that there is nothing in Statement Number 23, as re
vised, which should interfere with adding such a statement in
appropriate cases. Moreover, we can see that it might in some
instances be very helpful in preventing what might otherwise be
interpreted as an undue reflection on the fairness of some of the
items. We believe that it would have to be used with considerable
care, or it might be taken to mean more than it is intended to mean.
However, when it is carefully worded in connection with a clear-cut
denial of an over-all opinion and a clear-cut statement of the
reasons for that denial, we doubt very much whether one would
need to be greatly concerned about its being misunderstood.

Application of Statement Number 23 in Practice

The following auditors report was used by one accounting firm in
handling a case where an opinion was disclaimed:
“We have examined the consolidated balance-sheet o f ------ and
its wholly owned subsidiaries as of December 31, 1948, and the
related consolidated statement of profit and loss and earned surplus
for the year then ended. Our examination was made in accordance
with generally accepted auditing standards and accordingly in
cluded such tests of the accounting records and such other auditing
procedures as we considered necessary in the circumstances.
“The inventories include substantial amounts in respect of slowmoving and possibly obsolete items, and equipment requiring
1 “ Clarification of Accountant’s Report W hen Opinion is Omitted.” See pages
18-20 of Codification of Statements on Auditing Procedure.
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further engineering and development. The management, assisted by
a firm of outside engineers, is presently engaged in a survey of the
company’s products and potential markets, and pending completion
of this survey we are unable to determine the amount of inventories
which might be classified as non-current and also to form an opinion
as to the marketability of the inventories at the values at which they
are carried in the balance sheet.
“During the year 1948 expenditures approximating $1,200,000
were made in connection with unusual servicing of products in the
field. Further expenditures in this respect will be incurred in 1949
but in the opinion of the management in lesser amount. It is not
possible to estimate the liability for servicing existing at December
31, 1948, and no provision has been made therefor in the accounts.
“We believe that the materiality of the matters dealt with in the
two preceding paragraphs precludes our expressing an opinion on
the financial position of the companies as at December 31, 1948, and
on the results of their operations for the year then ended. Except
for the effect of the foregoing, the consolidated balance sheet and
related consolidated statement of profit and loss and earned surplus
have been prepared in conformity with generally accepted account
ing principles applied on a basis consistent with that of the preced
ing year.”

Opinion Denied Because of
Exception as to Principles

Most of the discussion of Statement on Auditing Procedure
Number 23 1 has centered around the need for denying an opinion
as a result of limited auditing procedures. It also applies, however,
when the auditor s exceptions as to the application of generally
accepted accounting principles would negative an opinion. Accord
ingly, the following published report, in which the auditor dis
claimed an opinion as to results of operations, is particularly inter
esting.
“W e have examined the consolidated balance-sheet of __ __
_____________ (an _________ corporation) and subsidiary
companies as of December 31, 1952, and the related statements of
1 “Clarification of Accountant’s Report When Opinion is Omitted.” See pages
18-20 of Codification of Statements on Auditing Procedure. Also see page 4 8
of Generally Accepted Auditing Standards.
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consolidated income and surplus for the year then ended. Our ex
amination was made in accordance with generally accepted audit
ing standards, and accordingly included such tests of the accounting
records and such other auditing procedures as we considered
necessary in the circumstances.
“As stated in Note 4 to the consolidated balance-sheet, certain
receivables are from debtors in going businesses having net current
asset positions which do not justify classifying such receivables as
current. They are, however, included in the balance-sheet as current
receivables on the basis of the company’s opinion that they will be
realized within one year. We are not in a position to confirm this
opinion. It is not possible to determine the ultimate bad debt losses
at this time. Based on our review of the accounts, and on the addi
tional bad debt provisions claimed and proposed to be claimed for
Federal income-tax purposes for the years 1950, 1951, and 1952,
stated in Note 2 to the consolidated balance-sheet, it is our opinion
that generally accepted accounting practice requires substantially
larger reserves than those provided for the receivables referred to
in Note 4 and for the receivables classified on the balance-sheet as
noncurrent receivables. If the bad debt provisions claimed for tax
purposes were reflected in the accounts, they would affect surplus
and 1952 income by the amounts set forth in Note 3 to the consoli
dated balance-sheet. As stated in Note 5, a portion of a 1952 loss,
which resulted from excessive costs attributed to difficulties en
countered in the first year of operations under a long-term contract,
is regarded by the management as constituting initial costs, the
benefits from which will be enjoyed over the life of the contract
and, therefore, has been deferred in the accounts to be amortized
in the future. In our opinion, generally accepted accounting prac
tice requires that such loss be charged to operations for the year
1952 .
“In our opinion, except for the effect of the matters mentioned
in the preceding paragraph, the accompanying consolidated bal
ance-sheet presents fairly the financial position o f ___________
------------- and subsidiary companies as of December 31, 1952, and
was prepared in conformity with generally accepted accounting
principles applied on a basis consistent with that of the preceding
year. Because of the possible material effect of the matters stated in
Notes 3 and 5 upon the current operating results, involving charges
aggregating $970,113, we are not in a position to express an opinion
as to the consolidated results of operations for the year 1952.”
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INTERIM REPORTS
Disclaimer of Opinion on Interim Statements

The following two examples of reports used in connection with
interim financial statements when the accountant was not in a
position to express an opinion on the statements were quoted in
the New Jersey CPA Journal:
(1 ) W e have not made an examination of the financial statements
of the XYZ Company since the date of our last examination . . .
The attached statements have been prepared from the books and
records of the company without audit by us for use by the manage
ment and it will be understood that under such circumstances we
are unable to express an opinion on the financial statements.
(2) We have not made an examination of the financial state
ments of the XYZ Company since the date of our last examination.
. . . The attached statements have been prepared from the books
and records of the company without audit by us for use by the
management and, while nothing came to our attention during the
course of their preparation which would indicate that the financial
statements had not been prepared in accordance with accepted
accounting principles consistently maintained, it should be under
stood that under the circumstances we are unable to express an
opinion on the financial statements.

Another Example of Non-Opinion Report

The following disclaimer of opinion was used by a CPA in sub
mitting financial statements requested by a client some months after
the date of an interim examination, but before the close of the
calendar year.
“In accordance with your recent request we have prepared the
following statements from our working papers for the six months
period ended June 30, 1949:
Exhibit A —B a l a n c e Sh e e t , as at June 30, 1949.
Exhibit B—A n a l y s i s o f S u r p l u s , for the six months period ended
June 30, 1949.
“Heretofore we have made a report as at December thirty-first
each year containing a certified balance sheet. It has not been our
custom to make a report and prepare a balance sheet as at June
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thirtieth. Therefore, we did not make the verifications as at June
thirtieth which we do when a certified balance sheet is prepared.
Bank balances on that date were not confirmed. Inventories were
not verified.
“Since the interim examination did not include all normal veri
fications and the statements herewith were made from our working
papers without such verifications, we are not expressing an opinion
and these statements are subject to our regular report when the
examination for the year ended December 31, 1949, is completed.
However, nothing was brought out in our examination to that date
which would indicate that the information presented herein is in
correctly stated.”
Our Opinion
We believe this report complies completely with Statement Num
ber 23.1 Our only criticism is with respect to the reference to June
30 in the last sentence of the report, in which it is stated that noth
ing was brought out in the examination “to that date” which would
indicate that the information presented therein is incorrectly stated.
We believe the auditor is responsible for disclosing any important
information having a bearing on the statements, of which he has
knowledge, regardless of whether it came to his attention at the
time of the audit work or subsequently. We are, therefore, of the
opinion that the report would be improved if the words “to that
date” were omitted.

Another Example of Disclaimer of Opinion
on Interim Statements

We doubt that it would be desirable to attempt to develop stand
ardized wording for disclaimers of opinion, but we believe that
much can be learned from studying the manner in which different
accounting firms have handled the problem.
The “Statement of the Accountants” which follows was prepared
by a firm of accountants which renders many interim reports at
monthly or quarterly intervals. Since complete audit procedures are
not employed, these reports present a “disclaimer” problem. The
firm proposes to include the form in its reports as a printed insertion
1 “ Clarification of Accountant’s Report W hen Opinion is Omitted.” See pages
18-20 of Codification of Statements on Auditing Procedure.
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preceding the interim statements. In our opinion, the use of this
"statement” would be complete compliance with Statement Number
23.1
"Statem ent of the A ccountants

"This is an interim report.
"On engagements of interim accounting and auditing, reports are
rendered solely to fulfill the requirements of the client, and third
parties intending to rely on the information contained in an interim
report should inquire regarding the extent of our engagement.
“Complete audit procedures were not employed, and, in con
formity with Statement on Auditing Procedure Number 23 (Re
vised) of the American Institute of Certified Public Accountants, we
state that we are not in a position to render an opinion on the fairness
of the financial statements contained in this report.
“On each of the annexed exhibits appears a reference to this state
ment.
(Nam e of firm )”

Our Opinion
Statement Number 23 was not designed to cast aspersion in any
way on what the auditor has done. It seems to us the client is en
titled to a fair statement of the value of the services which the CPA
has rendered. Even in the preparation of interim statements of this
kind, the auditor is in pretty close contact with the business and has
a pretty good idea as to whether anything of significance has oc
curred which is not properly reflected in the statements. In such
circumstances we think it would not be amiss for the auditor to
go even farther than proposed, by stating that nothing has come to
his attention which would reflect on the reliability of the informa
tion presented.

UNAUDITED STATEMENTS
Mental Telepathy?

Our attention has recently been called to a report addressed to a
district court of the United States and signed by a certified public
accountant, which reads as follows:
1 “ Clarification of Accountant’s Report W hen Opinion is Omitted.” See pages
18-20 of Codification of Statements on Auditing Procedure.
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I am herewith submitting a statement of the assets and liabilities
of t h e _______________ , as of December 31, 19__, as well as a
statement of profit and loss for the period beginning July 29, 19__,
and ending December 31, 19__
The statements are based on record as kept by Mr. ________ ,
the company bookkeeper and an officer of the company. The profit
for the period is nominal and is partly a result of a reduction in the
salary of M r .________ , president of the company.
No careful audit of the books of the company was made for the
period under consideration, but the figures as given are in my opin
ion essentially true to the best knowledge of the officers of the com
pany.

If “no careful audit of the books” was made, what possible basis
could the CPA have had for passing upon the validity of the state
ments? Any qualified auditor knows that unless a careful audit is
made he has no basis for reaching a conclusion as to the fairness of
financial statements, and if he cannot do that he would do well not
to attach his name to them. The most amazing thing about this
report, however, is how a CPA can express any opinion as to
whether the officers of the company have knowledge of any in
formation that would tend to reflect on the “truth” of the statements.
The ability to read minds might help an auditor but most of us
haven’t developed that art to the point where we can rely on it
when reporting on financial statements.

Plain Paper v. Name Paper

The following short article by the committee on auditing pro
cedures and reports of the Texas Society of Certified Public Ac
countants, which appeared in the February 1949 issue of The
Texas Accountant, should be of interest to all practicing accountants:
“Apparently there is a controversy among accountants every
where in regard to whether or not the more generally followed
practice of submitting unaudited statements on plain paper is more
desirable and appropriate than if name paper with an appropriate
disclaimer were used. Some of the arguments for and against the
use of plain paper are set out below. This presentation is intended
not as a conclusion but to encourage and invite expressions of opin
ions concerning its contents.
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For Plain Paper
“1. An accountant’s name adds weight to a statement, and the
reader does not minimize the name sufficiently when he reads the
disclaimer. Further, the disclaimer is not always read.
“2. Plain paper puts a reader on notice to proceed with caution,
since the accountant might not have wanted his name associated
with the statements.
“3. If a reader’s curiosity became aroused at the absence of an
accountant’s name, he could contact the accountant and learn the
reason for the omission.
“4. A reader has no right to read an accountant’s name into a
plain paper.
“5. If the accountant desires the extra precaution of not having
his name verbally associated with unaudited statements, he could
type a statement at the bottom of each plain paper sheet to that
effect.
“6. The use of name paper, even with a disclaimer, will be detri
mental to an accountant’s reputation because of the continuous
association of his name with unaudited statements.
Against Plain Paper
“1. A disclaimer on name paper relieves the accountant of legal
responsibility from all items disclaimed and prohibits the damaging
verbal association that may unfairly assume responsibility.
"2. If an accountant is ashamed of his name on a report, he
should not make it at all.
“3. A disclaimer on name paper puts a report on a positive basis,
rather than a negative one of disassociation.
“4. Knowledge that an accountant made the plain statement might
lend weight to the statement, without benefit of the limitations of
the accountant’s work. We cannot predict the reader’s thoughts.
“5. The goal of our profession should be to raise ourselves in the
public esteem by attaching more responsibility and service to our
work and stating our position clearly.
“6. Plain paper does not necessarily hide the identity of the ac
countant because verbal association may be established. In many
instances, such as interim statements following opinion statements,
the association will be made.
“7. A client is entitled to get what he pays for. Different engage
ments require different extensions of auditing and/or accounting
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procedures. Plain paper reports could never do justice to these situa
tions that vary from merely typing in ‘presentable’ form from fur
nished data to those short of a statement of opinion by, say,
confirmation of accounts receivables or observation of physical
inventories.”

Name Paper Recommended

The use of name paper (stationery bearing the certified public
accountant’s name) in all circumstances is recommended by the
committee on auditing procedures and reports of the Texas Society
of Certified Public Accountants in an article published in the Janu
ary 1950 issue of The Texas Accountant. This conclusion was
reached after considering comments received in response to an
earlier article, “Plain Paper vs. Name Paper,” published in the
February 1949 issue of The Texas Accountant and in this column.
There seems to us to be a great deal of merit in the conclusions set
forth in this document and we urge our readers to consider care
fully the committee’s reasons for adopting it. The committee’s state
ment of its views follows:
“We believe that the use of name paper in all circumstances is
much to be preferred for the reasons set out below.
“We should be alert for every opportunity to advance our pro
fession in public good will. Avoiding responsibility and being un
willing to take clearly defined positions are not conducive to such
advancement. Those who rely upon statements prepared or ex
amined by certified public accountants should not have to guess
or make further inquiry in order to determine what part the ac
countant has played. Why should we be concerned with wanting to
keep our name from being associated with work that we have done
if our work is creditable? Certainly the advancement of our profes
sion is fostered by positive rather than negative associations of our
names with our work.
“We should not by the use of plain paper leave ourselves con
stantly open to abuse (and perhaps expense) that could be unjustly
meted out by unscrupulous or selfish clients or even third parties.
To say that because our names do not appear on a report we are
legally protected from damage does not say that we, personally, or
our profession are held harmless in respects other than legal con
sideration. To illustrate: An accountant prepares financial state113
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ments from the accounting records and supporting data of a client
without applying auditing procedures and observing auditing stand
ards necessary to certify them. In order not to assume responsibility
for them he prepares them on plain paper and gives them to his
client who in turn takes them to his banker in connection with a
request for a loan. Upon being told who prepared the statements,
the banker calls the accountant on the telephone and asks him to
explain what work he has done. By his having this chance to ex
plain, the accountant is enabled to make his position clear with
the banker.
“At a later date the same client asks him to prepare statements
again. This time when the statements are presented to the banker,
he does not call the accountant but assumes that the engagement
has been the same as before. When the banker later finds that the
statements are fraudulent, will he not blame the accountant and
will not the accounting profession in general be hurt to that extent?
Although he may not be able to win a damage suit, he certainly can
mentally check the accountant off his list of people to be depended
upon. This illustration could and oftentimes does happen without
the accountant being called on even once for an explanation as to
what he did or did not do. Particularly in small business, the banker
usually knows whether or not the client has good private account
ants. If not, he will doubtless inquire what public accountant did
the work. When an accountant delivers his work in writing, he loses
control of the uses to which that work is placed. We believe that
the accountant is much safer and at the same time more trustworthy
if his work carries with it the prima facie written evidence of the
responsibility he assumes depending upon the extent of his engage
ment with his client.
“A client is entitled to get what he pays for. One who limits the
engagement to preparing statements from the records without audit
is not entitled to have the accountant assume as much responsibility
as a client who limits his engagement only to things he was not
aware of (such as calling the accountant after his fiscal year closed
and there is no way for the accountant to observe inventory meth
ods). The use of plain paper in these engagements is unfair for
both clients. The first receives more than he is entitled to because
of the fact that verbal association of the accountant’s name with
the report will lend weight that is not meant to be. The latter did
not receive as much as he is entitled to because the one who receives
the plain paper report from him will not understand that all cus114
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tomary auditing procedures except one have been applied. The use
of name paper with appropriate explanations can bridge this gap
and give to each his own due share of the accountant’s assumption
of responsibility.
“We believe that by the adoption of the procedure of using only
name paper the accountant will benefit himself by thus having a
reason for refusing to do work of which he may actually be ashamed
or may wish to avoid. This ‘little policeman’ will provide both an
opportunity and an excuse for discarding or avoiding undesirable
engagements and cultivating potentially good clients whose con
cern is the truthful presentation of facts according to generally
accepted accounting principles.
“Instances have come to our attention wherein bankers have failed
to read appropriate disclaimers clearly presented on name paper,
assuming that since the accountant’s name appeared in connection
with the statements he had investigated all facts concerning them.
These have caused some accounting practitioners to take a position
that since the public will not read what the disclaimer says, plain
paper disassociation is the preferred answer. We do not agree for
two reasons: First, disassociation is not established by the use of
plain paper. This was pointed out earlier in this article and will be
taken for granted here. Second, we should not presume to be able
to accomplish the impossible, i.e., protect those who practice such
extreme carelessness or make such false assumptions. The fact that
this does happen emphasizes the need for educating the public to
understand that a certified public accountant clearly states what
his position is concerning all of the work that he does, and that
therefore his report should always be read. Uniformity here will
place the accountant in a firmer legal position as well as a higher
professional level in the public mind. The accounting profession has
made progress in recent years in explaining the significance of a
certified statement. We believe that the use of name paper for un
certified but partially audited (or entirely unaudited) reports is the
most fertile field of public relations for our profession today.
“It is believed by some that the association (particularly if con
tinuous ) of an accountant’s name with unaudited statements would
be detrimental to the general reputation of the profession. We be
lieve that this conclusion overlooks at least two important profes
sional capacities filled by a certified public accountant. First, many
professional functions other than examining statements prepared by
a client are performed by him. Oftentimes he serves as an adviser
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or accountant in the preparation or assembly of accounting data
preceding the preparation of statements. Oftentimes he prepares
statements rather than examining those prepared by others. This is
particularly true of those individuals or firms whose practice in
cludes many small business establishments which do not employ
capable private accountants. Second, many engagements do not
include auditing for the purpose of stating an opinion. Illustrations
are auditing for preparation of tax returns, special study or investi
gation engagements, and interim reports to management. Since
many such services are properly included within the scope of prac
ticing public accountants, the general reputation of the profession
would be enhanced rather than lessened by the accountant’s clear
assumption of responsibility concerning them. The association of
the accountant’s name with his work will be made in any event. His
responsibility and care is therefore not his association with the work
but rather prevention of false statements, assumptions, and uses
concerning it. Association of his name with his work should be
sought after, otherwise he perhaps should consider the work he does
more carefully.
“Since the revised Statement Number 23 accepts the use of name
paper where no auditing procedures are applied, and in view of
the reasons cited above for using name paper, we believe that, in
all circumstances in connection with presenting financial state
ments, name paper with appropriate disclaimers where necessary
should be used.”

Exceptions to Use of Name Paper

In the April 1950 issue of this column we presented a statement
by the committee on auditing procedures and reports of the Texas
Society of Certified Public Accountants recommending the use of
name paper in all circumstances. The response to the statement
appears to have been generally favorable, but there has been some
uncertainty as to the views of the Texas Society’s committee regard
ing cases in which statements are typed merely for the convenience
of the client. The following exchange of views between an account
ing practitioner in Michigan and Walter R. Flack of San Antonio,
Texas, who, we understand was primarily responsible for the prepa
ration of the statement, suggests that some reports might better be
prepared on plain paper.
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Inquiry
"At this office we have generally followed the policies enumerated
in the report which was printed in the Texas Accountant. The only
exceptions to these policies have been in those cases where we, as
a matter of convenience to our clients and because they did not
have adequate facilities, have typed on plain paper their internal
financial statements, IC C reports, depreciation schedules, etc. In
these cases, all of the material has been prepared by the client and
was typed by us without any review whatsoever on our part.
“However, since Mr. Blough’s comments on that article have
appeared in the April issue of The Journal of Accountancy, one
of our staff members has raised the question as to whether we were
proper in typing the reports that I previously listed without using
‘name paper.’ W e are still taking the position that the preparation of
reports of this character does not require the use of ‘name paper.’
However, I would appreciate your comments on this matter.”
Mr. Flack’s Reply
“When I wrote the first draft of the name paper article I made an
exception for instances wherein an accountant furnished profes
sional services such as:
1. Arranging into ‘presentable’ form data furnished by a client.
2. Regularly preparing interim accounting statements on forms fur
nished by and/or preferred by a client, such as loose leaf ring
binders.
3. Preparation of printed forms furnished by creditors, credit rating
firms, and other third parties.

“Committee discussion developed the thought that making ex
ceptions would either jeopardize or retard the full accomplishment
of the important goal, i.e., the development of public good will by
teaching the public that if a CPA does the work, he will always
clearly inform them concerning his position with it. I wholeheartedly
concur with this view. The best time to prevent concessions that
may be or may become stumbling blocks is in the beginning. If this
principle is ever recommended by an accepted authority, its ac
complishment will be hastened by having no confusing exceptions.
“But that is not to say that all services performed in a CPA’s
office or by his personnel should be included in the recommendation.
Typing, which is your instant question, involves no professional
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function as either auditor or accountant and should not be included.
Nor should furnishing a client with other clerical help such as book
keepers, filing clerks or stenographers.
“Further, services of auditors or accountants should not be in
cluded unless the presentation of financial statements is involved.
Illustrations of exceptions herein would be special studies or in
vestigations, tax returns preparation, and other reports not involving
‘in connection with presenting financial statements’ as set out in the
final paragraph of the name paper article. These reports usually
require a signature and it may logically be assumed that any neces
sary comments will be set out in connection therewith. In any event
they are prima facie unsuitable for general public uses. Strictly
speaking, the affixing of one’s signature changes plain to name paper
anyway.”

California Requires Disclaimer
When Plain Paper Is Used

Proponents of the use of name paper (stationery bearing the
certified public accountant’s name) for financial statements pre
pared without audit will be interested in Rule 58 of the rules and
regulations of the California State Board of Accountancy. Rule 58
has the effect of incorporating in California’s rules and regulations
the standards of Statement on Auditing Procedure Number 23.
However, it goes somewhat further than Number 23 with respect to
statements prepared without audit.
Statement Number 23 applies only to financial statements ac
companied by an independent accountant’s name. Thus, if plain
paper is used, it does not require the accountant to place on the
financial statements a notation such as “Prepared from the Books
Without Audit.” Under California’s Rule 58 such a notation is re
quired regardless of whether or not the CPA’s name appears on the
stationery.
The adoption of this rule by the California State Board of Ac
countancy appears to reflect views similar to those expressed by
the committee on auditing procedure and reports of the Texas So
ciety of Certified Public Accountants, which recommends the use of
name paper in almost all circumstances. The pertinent subparagraph
of Rule 58 is as follows:
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“If financial statements are prepared without audit by a certified
public accountant or public accountant a notation such as ‘Prepared
Without Audit’ shall appear on each of the financial statements or in
a letter attached thereto and referred to on such statements. This
provision shall apply regardless of the kind of stationery on which
such statements are presented.”

Plain Paper Recommended

The recommendation that name paper be used for submitting
financial statements without an opinion in all instances is not unani
mously supported. Arguments in favor of plain paper, principally
by the committee on auditing procedure and reports of the Texas
Society of CPAs, have been reported in this column previously.
Arguments in opposition to the recommendation are presented in
the following comments from a reader:
“One thing can be made clear in the beginning and that is that
further study of the matter has not changed my opinion that there
should be no effort made to stop the preparation of statements on
plain paper by independent accountants whenever in their judg
ment there is any reason to submit or prepare them in such manner.
“Statement Number 23 by the committee on auditing procedure
will probably not be fully absorbed into the thinking of CPAs for
several years but it is my opinion that when it is not only under
stood but becomes fully adopted by the accounting profession as
a whole, then this plain paper versus name paper subject can be
forgotten.
“Fundamentally the issue may be restricted to consideration of
the independent accountant’s position in respect of and in relation
to third parties. I subscribe completely to the spirit of Statement
Number 23; namely, that there should be no question in the mind
of one who does not have special information regarding the prepa
ration of financial statements as to the representations a CPA makes
or as to the inferences which are warranted by the association of his
name with financial statements. I also think there should be no
association of a certified public accountant’s name with financial
statements or other matters except where the accountant establishes
the association.
“It is my opinion that those who advocate the use of name paper
do so primarily because they believe a CPA’s name will usually
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become associated with statements prepared by him on plain paper,
with or without his permission or approval. I have endeavored to
read extensively what is available on this subject before writing
this letter and believe that this thought is uppermost in all the con
clusions reached by those who feel that name paper should always
be used by the independent accountant. I question the extent to
which it has been indicated that a CPA's name will automatically be
associated with statements in such cases, but I am uninfluenced by
the fact that a banker or anyone else would make such an assump
tion.
“I am concerned with the general problem of making clear what
we mean to convey, and we should devote our energies to that
problem. It is ample to occupy our time for years and much re
mains to be done. Proof of this is contained in the arguments used
by the proponents of the use of name paper when they mention the
fact that bankers and others do not sufficiently read comments and
disclaimers. All through the arguments advanced are references to
assumptions by bankers and credit men that a CPA had something
to do with statements since he is known to be the accountant for
the stated business. This is the most fallacious assumption on which
any of the conclusions can be based. Where it is stated that bankers
and credit men make these assumptions, reference is then fre
quently made to calls originating from such credit men to the CPA
inquiring as to what work he did and the extent of his connection.
“There is only one intelligent answer to these things in my opin
ion, and that is to state that if the CPA desired to be known in con
nection with the statements he would have prepared them on his
stationery and made his position clear, and that whenever a state
ment does not contain his name no association of his name with the
statement is warranted or should be indulged in by the credit
grantor. This is not to say that one should deny typing or assembling
the figures, but surely plain paper would not have been used in any
case in which even limited audit work was performed. In such
event Statement Number 23 applies.
“Why permit ourselves to be drawn into such a position by a credit
grantor who must be aware that the CPA has taken no position
in connection with the statements but who, nevertheless, desires to
strengthen his own weak position by dragging the accountant in
almost forcibly?
“We should strongly maintain our position that no assumption of
a CPA’s connection with statements should be made beyond that
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warranted by his own language. We should not attempt to regulate
statements submitted by any one where our name is not associated
with them by our own acts. If someone merely wishes to associate
our name with such statements we are not in position to do any
thing except state, when it is called to our attention, that such asso
ciation is not warranted. If we consistently make clear what the
association of our name means when our name accompanies the
statements, by transmittal letters, or by the use of name paper for
the preparation of the statements, then we are in a good position in
disclaiming any connection where our name does not appear.
“I hold no responsibility of any kind to someone who holds a state
ment admittedly typed in my own office where it is typed on plain
paper for the very purpose of disassociating my firm’s name. Why
isn’t that sufficient answer to any person who calls and asks what
connection was had with the statement? The statement need not be
answered beyond the assertion that if any connection with it had
been desired the name would have automatically appeared and
in the customary clear manner. The third party should be stopped
with that statement.
“W e have erected a straw man when we assume that someone
else is going to attribute statements to a CPA where his name does
not appear. Having contemplated the straw man the proponents of
name paper then go through the process of deciding that it is neces
sary for the CPA’s name to appear so that he can then make clear
the fact that he is the particular one who has no responsibility in
connection with the statements. What clearer way can one dis
associate himself from statements than by not permitting his name to
be used in connection with them? If it had been his intention to use
his name or to permit it to be associated with the statements, he
would have done so in the first place. If the use of plain paper does
not clearly disassociate any name from the statements then I do not
see how the argument can be made to prevail that less association
results from the deliberate association of some name followed by an
assertion that notwithstanding its presence it should be understood
as carrying no weight and as taking no responsibility.
“W e should hew to the line that our name does not appear with
a statement for only two reasons. One, that we had nothing to do
with its preparation or, two, that we did not have anything to do
with its preparation in our professional capacity and our name,
therefore, should not be considered in connection therewith. As
sembly and typing work is for convenience and our name should be
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of no more interest than that of the typist. If it were our intention
to make our position clear we would have done so, but having no
position there could be nothing clearer than the fact that our name
was carefully excluded.
“I am convinced that most conclusions reached have been unduly
influenced by the fallacious premise that a CPA’s name becomes
automatically associated with some plain paper statements. Basically
my answer to that is that if it is true it is also absurd. I also believe
that the problem should now only be considered on the assumption
that Statement Number 23 is widely understood and accepted.”

Reader Replies to Arguments in Favor of
Plain Paper for Statements

The exchange of ideas on the desirability of using name paper, in
preference to plain paper, continues. Another reader offers the fol
lowing comments:
“Please let me join the reader you quote in being counted among
those who will ‘make no effort to stop the preparation of statements
on plain paper by CPAs whenever in their judgment there is any
reason to submit or prepare them in such manner,’ if such judgment
has for its foundation the general acceptance of the accounting
profession after the question has been carefully considered. I am all
out for the individual accountant’s independence and freedom but
am also appreciative of the necessity of keeping these virtues within
the profession’s boundaries, lest the “burden of proof’ be left upon
me alone. Perhaps if he will state some reasons ‘to submit or prepare
them in such manner,’ I may be able to better understand his view
point. Instances wherein undisclaimed plain paper is more appro
priate than a clear disclosure of necessary facts and assumption of
responsibility by the accountant cannot be recalled from my limited
experience.
“Whether we like it or not, association of the work with the CPA
who performs it is usually made. There may be legal differences
between verbal and written association but such differences become
immaterial if we keep in view the public relations aspects of our
profession, the generally accepted importance of clearly defined
assumption of responsibility, and/or even the dangers and probable
expense of establishing what such differences are. We may claim
that CPAs have control of establishing the association, but such a
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claim is not based upon reality. If we charge for our professional
services, are we not associated with our work whether or not we
like the expression permit his name to be associated’ to apply only
to name paper? What client who has paid for services will not feel
entitled to say so? And who can effectively argue that he does not
have the right?
“The reader’s statement that he is uninfluenced by the fact that a
banker or anyone else may associate a CPA’s name with plain paper
statements is a new and interesting thought. Without knowing why
he is uninfluenced, no specific responses are possible herein. I am
greatly influenced, because:
“1. Needless exposure to the difficulties that arise from misunder
standing or from uncertainty can bring only detriment to both an
accounting practitioner and his profession.
“2. The presentation of financial statements without definitive
comments and clear limitations where necessary is an invitation for
misuse because the use obviously cannot be controlled. Everyone
may rightfully be expected to get all that he can from the signifi
cance of a professional man’s services.
“3. Third parties have a right to assume that the association
(written or verbal) of a professional accountant’s paid services with
submitted data is to some degree a voucher of correctness. Too much
rather than too little degree of responsibility is likely to be placed.
“4. The continued need for the growing understanding between
certified public accountants and those who rely upon their reports
has a public relations aspect of tremendous importance.
“5. Third parties should not be required to evaluate our work.
We should be in such a position that the public will assume that the
degree of responsibility for work done will be clearly manifest. How
shall we otherwise justify that our work is professional?
“The reference to bankers and others who do not sufficiently read
comments and disclaimers points up not the futility but the definite
need of our attention to this very important public relations aspect.
The public’s failure to study reports is unquestionably due in large
part to the fact that we have not been making either our reports or
our position regarding them sufficiently clear. How could the con
tinuation of submitting unsigned and unexplained reports possibly
help that situation as we ‘devote our energies to that problem’? I
cannot follow the reader in calling the inevitable fact that CPAs
who ‘had something to do with statements’ are connected with them
by bankers and credit men a fallacious assumption on which to base
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conclusions. It does, and it should, happen constantly. How the
association is made or whether or not calls of inquiry follow are
beside the point. The CPA owes both the public and his profession
the advantages of a clearly defined position. Once we establish in
the public mind that we always appropriately associate our name
with our work, the users of our reports will know that reading our
reports will explain rather than confuse. And our present problem
of the user who will not bother to evaluate reports he cannot readily
understand or to inquire into the significance of the lack of a re
port will disappear.
“If we furnish professional services, we are associated with them
by our own acts. That statements proceeding therefrom may be
submitted is only a natural consequence. Upon what ground could
we state, when it is called to our attention, that such association is
not warranted? What work do we do that does not justify an ex
pression of explanation? ‘If we consistently make clear what the
association of our name means when our name accompanies the
statements, by transmittal letters or by the use of name paper for
the preparation of the statements, then we are in a good position in
disclaiming any connection where our name does not appear—truth,
absolute truth! If we accept the inescapable fact that association is
not limited to written evidence this expression encompasses our
worthy goal.
“W e are in agreement on typing service. I carry the same con
viction on other services exclusive of those accounting and/or
auditing services where the presentation of financial statements is
involved. Except for the difference in opinion that ‘if any connection
with it had been desired,’ I agree with that entire paragraph. I
repeat, connections are made whether or not we desire them. If the
‘connections’ include professional services, our position should be
made prima facie clear. This clarity will be customary only when we
have established our position to that extent in the public mind.
Services other than the professional ones referred to will be too
negligible to matter.
“The rest of the reader’s comments are grouped for the reason
that they reiterate and emphasize points already made except per
haps for one thing, i.e., I have no objection to the use of plain paper
if appropriate disclaimers are contained thereon. I do not believe
this method is as advantageous to the profession, because it is not
a positive advancement of a clearly defined position by the account
ant. However, if some reason other than an attempt at disassociation
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is present, it should be permissible. Without fear of contradiction I
say that we and our profession will benefit more from having a clear
position. The building of a firmly established acceptance by the
public of the certified public accountant’s independence and straight
forwardness is needlessly retarded if his position smacks of escape
instead of professional stature.”

More Support for Name Paper

A reader has written us as follows:
“I agree that a certified public accountant may be associated with
his work even though his name may not be on, or attached to, the
statement. A recent occurrence in our office illustrates the problem
of association.
"We do considerable work for a lumber and supply company
with several branches, but we do not participate in the inventories
nor circularize the receivables. The company has about ten large
stockholders and about 40 small employee-stockholders. W e assist
the office manager-accountant in the preparation of statements. For
their latest annual meeting we prepared condensed financial state
ments which were multigraphed in our office on their letterheads.
We were asked to give a verbal presentation of the statements at the
meeting.
"At the meeting we were surprised to find the financial statements
attached to covering letters of the management stating that the at
tached statements were prepared by us. But even without this cover
ing letter many of the employees know that we do a great deal of
work for the company. How can we possibly prevent association
with statements under these circumstances?
“I agree that it is not a fallacious assumption to say that bankers
and credit men associate CPAs with particular businesses. I can
understand that in large cities such as New York and Los Angeles,
such association would be much less likely. Still, even there, with
branch banking and decentralized shopping centers, it will prob
ably be of greater importance in the future.
“It seems that an important factor in this discussion is in the
clause: ‘but surely plain paper would not have been used in any
case in which even limited audit work was performed.’ This again
points up the difference, I think, between a large firm’s practice and
our practice. For years prior to Statement Number 23 we used plain
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paper for monthly reports to clients for whom we do a bookkeeping
service which includes considerable auditing. Since the approval of
Statement Number 23 we still use plain paper, but each sheet refers
to a covering letter which explains our service and states our dis
claimer. Another example presenting a difficulty is the preparation
of a guardianship account, where the accounting is done for an
attorney, and the statement of receipts and disbursements is typed
on his legal paper. In his presentation to the court, the attorney, of
course, refers to the figures as prepared by us.”

Pitfalls in Reporting on Unaudited
Statements in Published Reports

The following auditor’s report, which a correspondent challenged
as being misleading, was recently submitted to us for comment. It
appeared in the published six-months’ report of a small corporation.
We have prepared from the books of account of XYZ Incorporated
the accompanying statements as of August 31, 19__This interim
report is based on amounts taken from the books and records of the
company and is subject to year-end verification and adjustment.
A &B
Certified Public Accountants
Our Opinion
Although any well-informed person could not help but realize
after a careful reading that this is not the usual type of opinion
report, nevertheless it does not fully conform to the disclosure of
responsibility standard first set forth in Statement on Auditing
Procedure Number 23 and now incorporated in Codification of
Statements on Auditing Procedure (p. 18-20).
We believe that, because of its brevity and the fact that it ap
peared in a published report to stockholders, this report helps to
focus attention on a number of questions as to the application of
Statement Number 23, which may not have received the attention
they deserve. For example, is the report the equivalent of a warning
such as prepared from the books without audit, as contemplated by
Statement Number 23, or is it a “comment” type of report which
requires a specific disclaimer? Is it likely that users of the financial
statements will be confused as to the independent accountants’
responsibility? Is a “certificate” the best way of handling this type of
situation?
To answer the first question, we do not believe the report is the
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equivalent of a warning that the financial statements have been
prepared from the books without audit as contemplated by State
ment Number 23. Not only is the report in the form of a “certificate,”
which tends to imply that the CPA is making some sort of repre
sentation, but also the words “without audit” have been omitted. As
we understand Statement Number 23, the warning notation would
be appropriate only when financial statements alone are submitted.
The basic presumption is that people in general understand the
significance of language such as “without audit,” if it is stated
simply as a notation on the financial statements and if it is not
accompanied by other language that might be interpreted as quali
fying it. It is intended to be an exception to the usual procedure
under Statement Number 23 and is not appropriate in a report that
also includes comments on the financial statements. Accordingly, we
are inclined to believe that the omission of the words “without
audit” of itself precludes considering the report as coming within
the exceptional treatment contemplated by Statement Number 23
and that, further, when the warning is presented in “certificate”
form, particularly in a published report, it takes on the character
istics of a “comment” type of report.
While the initiated reader would almost certainly understand that
the statements were prepared without audit, the inexperienced user
of the statements could easily be confused as to the significance of
the independent accountants’ comments. To conform fully with
Statement Number 23, the accounting firm should have stated spe
cifically that it was not in a position to express an opinion.
The foregoing conclusions are obviously based on the assump
tion that some sort of representation by the independent accountants
must appear on the published financial statements. We are inclined
to believe, however, that the better solution would be to avoid any
direct published representation in this kind of a situation. It is
difficult for us to see what use the report in question is to the client,
in a published report, unless the client intends to use it to convey the
impression that the statements are certified. It is highly dangerous
for a CPA to permit his name to be used for such purposes even
though he may not, strictly speaking, have a legal liability for the
fairness of the presentation. Accordingly, the accounting firm would
be well advised to consider whether any sort of a certificate should
be printed in the type of situation we are discussing; and we sug
gest, as one solution that would be in accordance with Statement
Number 23, that it arrange to have the company print, in place of
the report, a note reading somewhat as follows:
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“The accompanying financial statements have been prepared from
the books of the company by A and B, Certified Public Accountants,
without audit. The amounts reported are subject to year-end veri
fication and adjustment.”
We believe such a procedure would tell the whole story, serve the
client’s proper purposes, and relieve the accounting firm of possible
criticism that it had issued a misleading report.
It seems to us that this case also emphasizes that many clients
do not fully understand the independent accountant’s responsibilities
to all parties who may examine financial statements bearing his
name, and that much of this is largely the fault of CPAs who fail
to make it clear to their clients. It is very important that each mem
ber of the profession be constantly alert to make his responsibilities
clear to clients and users of financial statements.

Reporting When No Audit Is Made

Continuing our practice of quoting examples of the application of
Statement Number 23 1 in practice, we present two illustrations of
reports issued when no audit verification was made. The first ex
ample was used when the accounting firm had kept the books of
the client. The other was used when the firm had merely prepared
the statements.
First Example
SCOPE OF ENGAGEMENT

“Our service was limited to preparing the financial statements and
the Federal and Iowa income tax returns of t h e ----------Company,
for the year ended December 31, 19— , from the books of account
as kept by us on the basis of information provided by the man
agement. Since we were not engaged to make an audit of the ac
counts, no independent verification of assets, liabilities, income, or
expense was made.”
STATEMENT OF ACCOUNTANTS RESPONSIBILITY

“The attached balance sheet and related statements of profit and
loss reflect the financial position o f ----------Company, at December
1 “Clarification of Accountant’s Report When Opinion is Omitted.” See pages
18-20 of Codification of Statements on Auditing Procedure.
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31, 19— , and the results of its operations for the year then ended
as shown by its accounts, which were maintained by us on the basis
of information furnished us by the management.
“In view of the fact that we did not make any independent veri
fication of the Company’s assets, liabilities, income, or expense, we
are not in a position to assume responsibility for or to express an
independent accountant’s opinion on the fairness of the representa
tions contained in the statements submitted in this report.”
Second Example
SCOPE OF ENGAGEMENT

“The primary purpose of our engagement was to obtain the in
formation necessary to prepare the financial statements for the
corporation for the month of December, 19__In this connection,
we briefly reviewed the Company s accounting records. Since we
were not engaged to make an audit of the accounts, no independent
verification of assets, liabilities, income, or expense was made.”
STATEMENT OF ACCOUNTANTS RESPONSIBILITY

“The attached balance-sheet and related statements of profit and
loss reflect the financial position o f _____ Company, at December
31, 19__, and the results of its operations for the month then ended
and for the year ended December 31, 19_, as shown by its accounts
which, however, were not audited by us.
“In view of the fact that our function was largely limited to as
sembling the information appearing on the financial records into
statement form and since we did not make any independent veri
fication of the Company’s assets, liabilities, income, or expense, we
are not in a position to assume responsibility for or to express an
independent accountant’s opinion on the fairness of the representa
tions contained in the statements submitted in this report.”

W hat Is Auditor's Responsibility for
Statements Prepared without Audit?

A reader recently asked the following question:
“In preparing statements on which a clear disclaimer is made by
the accountant that the statements were prepared from the records
without audit, is it necessary to include a footnote in reference to
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existing contingent liabilities for notes discounted with recourse
when the client expressly requests that no such notation be made?”
Our Opinion
It seems to us the answer to this question is very clear. The in
clusion of the disclaimer indicates that the independent accountant
expects to prepare the statements in such a way that his name will
be associated with them. The disclaimer states that “the statements
were prepared from the records without audit,” which means that
they were prepared from the records by the CPA. When preparing
statements from the records, it is presumed that the information
contained in the records will be correctly reflected in the statements.
The existence of contingent liabilities for notes discounted with
recourse is essential information contained in the records which
has come to the independent accountant’s attention. It is the type
of information which we think must be disclosed in any statements
purporting to reflect information contained in the records. The dis
claimer is intended to put the reader on notice that there may be
many things wrong with the statements which the CPA did not
know about because he had not made an audit. It does not mean
that he takes no responsibility for fairly presenting any important
information that he does know.
It seems clear to us that if the client will not permit disclosure of
the contingent liabilities, the CPA should have nothing whatsoever
to do with preparing the statements.

Q U A L IF IC A T IO N A S T O S C O P E O F A U D IT

Conformance to Professional Standards
By All Auditors Is Necessary

Some time ago we received the following letter from one of our
readers, which we think is so interesting and so important for all
members of the profession to consider that we are reproducing it in
full. The letter follows:
“We are a relatively new and small firm, having formed some two
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years ago, and our auditing experiences are not too great. We are,
however, trying our very best to uphold what we consider high
standards coupled with a complete independence in our engage
ments. W e are now faced with the problem of being ‘out of step’,
so to speak, in reporting on the audit of one of five subsidiaries of a
medium-sized corporation. Our problem is as follows and we ask
your advice:
“W e were engaged to examine the Balance Sheet of — Division
o f __Corporation and the results of operations for the year ended
December 31, 19__At the specific request of the home office we
were not to confirm accounts receivable by direct correspondence
nor were we to observe the taking of inventories. Accounts receiv
able, trade, represented approximately 15.5% of total assets and
inventories represented approximately 12.2% of total assets of the
particular division we examined.
“Our opinion paragraph of our report read as follows:
‘At your request we did not follow the generally accepted pro
cedures of communicating with debtors to confirm accounts receiv
able balances and of observing and testing the methods used by
your employees in determining inventory quantities at the year end.
Because of these limitations, the scope of our examination was
inadequate to permit us to reach any significant opinion on the
accompanying financial statements as a whole.'
“Upon completion of the audits, by four different CPA firms,
they were then consolidated by one of the four firms, culminating
with the preparation of a tax return from the consolidation.
“We were told that we are the only firm not expressing an opinion
(the other firms purporting to have made the same type of an ex
amination as ours) and have been asked to re-word our opinion
paragraph as follows:
‘In compliance with your request we did not follow the generally
accepted auditing procedures of communicating with debtors to
confirm accounts receivable balances and of observing and testing
the methods used by your employees in determining inventory quan
tities at the year end. Subject to these limitations, in our opinion the
accompanying statements fairly present the financial position of
the — Division o f __Corporation at December 31, 19__ , and the
results of its operations for the year then ended.'
“Upon extracting data from three other reports (we were allowed
to read and extract from the other branch audits) we find that of
the four firms involved our firm expressed the only negative opinion
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and two of the firms made no comment of any kind in the scope or
opinion paragraph of their report concerning the omission of con
firmation of receivables or the observation of inventory taking. The
firm making the examination of one division and consolidation did
express the omission of these procedures, but still expressed an un
qualified opinion concerning the branch and the consolidation, with
our negative opinion incorporated in their report of consolidation.
“We believe that in keeping with the ethics of our profession, and
within our interpretation of the meanings of all writings by au
thorities we have available, our original stand is correct and that
failure to express a negative opinion would result in a low standard
of reporting.
“Being a new firm, we are at somewhat of a disadvantage since
much older and supposedly more experienced firms have not taken
exception to the omission of recognized cardinal procedures.
“We thank you for any advice, comments, or assurances you may
feel apropos. ’
Our Opinion
We feel that our correspondent was definitely right in the posi
tion he took and that he deserves to be complimented for the way
in which he has complied with the standards of the profession and
with “Extensions of Auditing Procedure” and Statement Number 23.
Although strict compliance with high standards may seem difficult
at times, it is of the utmost importance in maintaining the standing
of the profession and establishing the reputation of an individual
firm.
Many small firms have grown into very large ones because clients
who had taken issue with them in connection with their own finan
cial statements had reason later on to send business to them when
it was important to have someone who could not be pushed around
by his clients. Probably every large firm today can point to at least
one case in its history in which willingness to take a firm stand re
sulted in business that repaid its difficulties at the time many times
over. We believe that over the long run the course taken by our
correspondent will be greatly to his benefit.
Without in any way encouraging our correspondent to retreat,
we should like to point out that he may have been able to go a
long way toward satisfying his client if he had expanded his dis
claimer to state the respects in which he was able to express an
opinion. These opinions are sometimes called “piecemeal” opinions.
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We have no specific language to suggest, but we have seen reports
along the lines of, “We were, however, able to satisfy ourselves with
respect to cash, securities, deferred charges, liabilities, and capital
stock,” or, “Except for items that might be affected by failure to
confirm accounts receivable and observe physical inventories (such
as sales, cost of goods sold, accounts receivable, inventories, net
profits, and surplus), we were, however, able to satisfy ourselves
that the other items in the financial statements were presented
fairly.” The exact wording of such an opinion would, of course,
depend upon the facts of the particular case.

Does Failure To Observe Inventories,
Confirm Receivables, Preclude Opinion?

The question whether it is ever appropriate to express an opinion
on financial statements when the procedures set forth in “Extensions
of Auditing Procedure” 1 have not been employed is one regarding
which there is considerable doubt in the profession. It seems clear
that omission of those procedures, without the employment of
other special procedures, should usually lead to a disclaimer of an
opinion on the statements taken as a whole when the amounts
involved are material and it is practicable and reasonable to per
form the procedures. However, there are sometimes available to
the auditor other procedures which, to varying degrees, provide
similar assurance as to the inventories and receivables. It is in
dealing with such cases that the accountant’s position is not clear.
This question is receiving very careful consideration within the
profession, and while the matter is not as yet settled, there is con
siderable authoritative support for the view that only in rare cases
can the auditor satisfy himself sufficiently by substitute procedures
to express an opinion. Moreover, those who hold that view feel that
he must be prepared to assume the burden of showing that the
substitute procedures employed were adequate in the particular
circumstances. In other words, he assumes additional risks.
It is apparent that the auditor must have exceptionally convincing
evidence as to the inventories and receivables if he is to express an
opinion in the absence of the accepted procedures. In particular, it
should be noted that “Extensions of Auditing Procedure” contem
plated the employment of procedures in addition to those ordinarily
1 See pages 20-29 of Codification of Statements on Auditing Procedure.
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employed before. The ordinary procedures, relating principally to
pricing and computations, could not, therefore, be considered sub
stitute procedures. What, then, would constitute satisfactory substi
tutes?
The question cannot be answered in general terms. It is a matter
which the auditor must decide for himself in the light of all the
facts of each case. However, a reader of this column recently sub
mitted to us a very interesting case in point which provides a good
basis for discussion. W e felt that the auditor should disclaim an
opinion on the statements taken as a whole.
The facts of the case, as submitted by the reader, are as follows:
A manufacturing company having accounts receivable of $100,000,
inventories of $140,000, net worth of $800,000, and an annual sales
volume of $1,600,000 will not, for various reasons, authorize its
certified public accountants either to confirm customers’ accounts
receivable or to verify inventory quantities by being present at
the inventory taking. The company takes its inventory only once a
year and maintains no perpetual inventory records. This business
is a one-plant operation and all activities of manufacture, sales, and
accounting are conducted on the premises. The management is of
the stockholder-officer variety. The certified public accountants have
served this company for years and are thoroughly conversant with
its personnel, business, and procedures.
As to the accounts receivable, an aging is prepared and the
auditors take off the collections from the balance-sheet date to the
date of their examination, and the accounts are otherwise tested
and procedures reviewed so as to reasonably satisfy themselves of
the apparent validity of the accounts and the reasonableness of the
amounts in relationship to the volume of business done.
As to the inventories, the auditors inquire into the procedures
followed in taking the physical inventories, know by sight that the
client has inventories and in some instances sight certain items
indicated in the inventories against the physical existence thereof,
and check into matters of inventory turnover and gross-profit ratios.
When the auditors finish their examination, they feel reasonably
sure that the client has accounts receivable and inventories and that
the stated amounts thereof are relatively reasonable.
In the scope paragraph of the short-form report, the auditors have
stated: “Except that we were not authorized to confirm customers’
accounts receivable, as to which we reasonably satisfied ourselves
by other auditing procedures, or to verify inventory quantities by
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physical tests or observation thereof—etc.” In the opinion para
graph, they state: "In our opinion, subject to the exceptions stated
above relating to the verification of accounts receivable, etc.”
The reader who sent us this question comments as follows:
"Statement on Auditing Procedure Number 23 (Revised) states
that it is incumbent upon the auditor, and not upon the reader of
his report, to evaluate these matters as they affect the significance of
his examination and the fairness of the financial statements, and
again that when an unqualified opinion cannot be expressed, the
auditor must weigh the qualifications or exceptions to determine
their significance. These matters of evaluation and consideration, as
applied to the foregoing statement of facts by various CPAs, have
resulted in widely different conclusions dependent upon their think
ing and interpretation of the Institute recommendations by the
respective individuals. The answer to the following questions which
have been raised with respect to the foregoing will be appreciated:
"1. Are the auditors justified in rendering the indicated qualified
report or should they disclaim an opinion on the statements as a
whole?
"2. Is it always necessary to disclaim an opinion on the statements
as a whole where accounts receivable are not confirmed and/or
inventory quantities are not verified where the amounts thereof are
material in relationship to net worth?’
Our Opinion
It is our opinion that the procedures adopted in the case de
scribed are not substitutes for observing the procedures set forth in
“Extensions of Auditing Procedure.” With respect to the inventories,
for example, they appear to be rather casual, particularly in view
of the lack of a perpetual inventory record, and too much reliance
seems to be placed on sight, faith, and business judgment as a
substitute for contact with physical inventories. They would not
satisfy us as to the representations of management in lieu of the
extended procedures adopted by the membership.
In the final analysis, however, the procedures adopted, and the
opinion to be expressed, are the responsibility of the practicing ac
countant. If he is fully satisfied as to the existence and amounts at
which the receivables and inventories are stated, and is prepared
to defend his omission of the procedures set forth in "Extensions of
Auditing Procedure,” we do not believe he should be barred from
expressing an opinion on the statements taken as a whole. He should,
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however, disclose the omission and state that he has satisfied him
self by means of other auditing procedures.
We also feel that, if he decides to express an opinion, it should be
unqualified. It seems to us this is the type of situation in which the
accountant must decide either that he has sufficient grounds for
an unqualified opinion or that he does not have sufficient grounds for
any opinion. If he feels he has sufficient grounds, and is willing to
assume the additional risk which is inherent in expressing an opinion
when the extended procedures have not been employed, we believe
he should express an unqualified opinion. If not, he should disclaim
an opinion. To express a qualified opinion in such circumstances, it
seems to us, merely shifts to the reader of the report the burden of
determining what the auditor means without revealing what is
behind the qualification.
Reliance on Collection Records
for Accounts Receivable

The following is a copy of an auditor’s report that was submitted
to us for comment.
“W e have examined the balance-sheet as of December 31, 19— ,
and the related statement of income and expense and partners’
equity for the year then ended. Our examination was made in ac
cordance with generally accepted auditing standards, and accord
ingly included such tests of the accounting records and such other
auditing procedures as we considered necessary in the circum
stances.
“As requested, we did not attempt to confirm by direct communi
cation the amounts receivable from clients; however, we did support
substantially all of these amounts by examining the records of
subsequent collections.
“In our opinion, the accompanying balance sheet and statements
of income and expense and partners’ equity present fairly the finan
cial position o f _________ ( a partnership) at December 3 1 , 19__ ,
and the results of its operations for the year then ended, in con
formity with generally accepted accounting principles applied on
a basis consistent with that of the preceding period.”
Our Opinion
The situation described is not an uncommon one, and the ques
tion seems to have arisen a good many times as to whether a certi
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fied public accountant should issue an opinion of this kind. Our
views on this subject are so positive that we cannot refrain from
expressing them in this column.
It seems to us that the author of this report has taken the
responsibility for having done all that was necessary in the circum
stances to permit him to issue an unqualified opinion. He has con
formed to “Extensions of Auditing Procedure” in that he has dis
closed that he did not confirm receivables, and he has complied with
Statement on Auditing Procedure Number 23 in that he has made a
clear-cut expression of opinion. The question as to whether he was
justified in expressing such an opinion rests upon whether his alterna
tive procedures warranted his being satisfied as to the fairness of the
presentation of the accounts receivable.
Our own personal opinion is that, in most cases, the examination
of the records of subsequent collections does not afford a reasonable
basis for determining the validity of the accounts receivable. We
should think every auditor would have had enough examples of the
way in which the records of subsequent collections could be falsi
fied, or otherwise could fail to afford a reasonable basis for deter
mining the validity of accounts receivable, so that he would not be
willing to place such reliance upon them. The conclusion we reach,
therefore, is that the auditor is naive, or he is willing to stick his
neck out, or he is relying on the second paragraph of his report to
be interpreted by a jury or court as adequate qualification. The
peculiar circumstances in the particular case may have been such
that he was justified in relying on the records of subsequent col
lections, but we should say it would be a most unusual situation in
which he would be warranted in doing so. The other possible ex
planations for his action would not justify expressing an opinion
under any circumstances.

Reporting Omission of Extended Procedures

The following is an exchange of letters between two AICPA mem
bers regarding the form in which a statement as to omission of the
confirmation or observation procedures should appear in an auditor’s
report. It brings out an interesting point as to the difference be
tween adding the statement to the end of the last sentence of the
standard scope paragraph of the report, or adding it as a separate
sentence.
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First Members Inquiry
“A question has arisen in my mind as to whether Statement on
Auditing Procedure Number 24, “Revision of Short-Form Account
ant’s Report or Certificate,” 1 eliminates the requirement contained
in Statement Number 12 2 that ‘disclosure be required in the short
form of . . . report or opinion in all cases in which the extended
procedures regarding inventories and receivables . . . are not car
ried out, regardless of whether they are practicable and reasonable,
and even though the independent accountant may have satisfied
himself by other methods.’
“Up to the present time it had been my understanding that the
above requirement was continuing. Today I had occasion to con
sider the question and it seems that under Statement Number 24
there is no requirement to consider the absence of inventory testing
and accounts confirmation as an exception to the statement that the
examination was in accord with accepted auditing standards, al
though the requirement continues that there should be a reference
to the absence of such procedures.
“In seeking confirmation of my thought, I find it in a report which
states without qualification that ‘our examination of such statements
was made in accordance with generally accepted auditing stand
ards,’ etc. Such sentence is followed by, ‘Certain receivables from
the U.S. Government were not confirmed by direct correspondence
but we satisfied ourselves by other auditing procedures as to these
items.’
“Specifically, I would like your opinion as to whether my present
view is correct, such view being that where inventories and accounts
receivable were not tested or confirmed but where we are satisfied
of their accuracy by other auditing procedures, it is not necessary
to mention any exception in stating that the examination was made
in accordance with accepted auditing standards but the absence
of such tests and confirmation and the fact that accuracy was other
wise determined should be stated.”
Second Members Reply
“I believe that it is appropriate to state that the committee on
auditing procedure is not in line with the last, paragraph of your
letter. Where inventories and accounts receivable were not tested or
1 See Codification of Statements on Auditing Procedure, pages 15-18.
2 See page 21 of Codification.
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confirmed, it is necessary to take an exception in the first or scope
paragraph of your opinion. If the procedures are practicable and
reasonable, the exception should be stated as an exception to the
application of standard auditing procedures. If such procedures
were not practicable and reasonable, it is not necessary to state
failure to perform them as an exception to standard procedures, but
it remains necessary to disclose the fact in this portion of your
certificate that such procedures were not carried out.
“In either case it is not necessary to state any exception in the
opinion paragraph where you have satisfied yourself by other audit
ing procedures regarding these items. It may be appropriate to
mention that the committee has felt that the cases were so rare as
to be almost nonexistent, in which other auditing procedures would
be satisfactory in those cases where the standard procedures were
both practicable and reasonable.
“Referring to the report you mention, it would appear that the
accountants did not consider it practicable and reasonable to follow
standard procedures of confirmation in the case of government ac
counts, but they nevertheless disclosed the fact that confirmation
procedures were not carried out. This is in accordance with the
opinion expressed above.”
We are in complete agreement with the second member’s reply.

Extended Procedures When Auditor
Is Engaged After Closing Date

Does inability to apply the extended procedures with respect to
inventories and receivables at the balance-sheet date always require
the omission of an opinion, or can the auditor satisfy himself by
other means and render an unqualified opinion? In asking us that
question, a reader illustrated it as follows:
“It occasionally happens that auditors are engaged several months
subsequent to the balance-sheet date and the limitations as to the
opinion to be expressed, if any, in such cases are not clear. We feel
that the application of ‘Statement on Auditing Procedure Number
23’ ordinarily requires that no opinion be expressed. However, we
are not sure whether this interpretation is too strict in the following
circumstance.
“The company under audit has perpetual inventory records which
are found to be in agreement with the inventory listings at the
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audit date and which apparently required only minor adjustments
of quantities at the time the physical quantities were checked
thereto by the company at the closing date. Also, the perpetual
stock records are tested with physical quantities by the auditors at
a later date, and of course, prices and computations are checked.
Accounts receivable statements to customers have already been
mailed but the auditors put their negative confirmation stamp on
the statements at a date two months after the balance-sheet date
and also observe that approximately 90 per cent of the balances at
the balance-sheet date have been collected at this later date. Noth
ing occurred during the course of the audit to throw any doubt on
the validity of these assets.”
Our Opinion
The first thing to note is that, from the statement of facts in the
example, it appears that the procedures followed may, in that case,
have satisfied the observation and confirmation requirements. The
Codification of Statements on Auditing Procedure clearly recognizes
that it may be necessary, or even desirable, to perform the ex
tended procedures at dates other than the balance-sheet date. The
principal consideration mentioned is whether or not they have been
performed within a reasonable time of the balance-sheet date in
the light of the rapidity of turnover and the adequacy of the
records supporting the interim changes. Thus, if the auditor feels
that the period between the balance-sheet date and the later date
is a reasonable time, and the tests resulted in his being satisfied as
to the credibility of the inventory and receivables shown on the
balance sheet, it seems to us that he could give an unqualified
opinion.
Assume, however, that the auditor believed the intervening period
to be unreasonably long. Must he deny an opinion if the inventories
or receivables are material?
Failure to apply the extended procedures in general precludes
the expression of an opinion, but we believe that there may be some
cases in which the auditor can properly render an unqualified opin
ion. The Codification of Statements on Auditing Procedure attempts
to clarify this point as follows:
“In the rare situation in which they (extended procedures) are
applicable and are not used and other procedures can be employed
which will enable him (the auditor) to express an opinion, he
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should, if the inventories or receivables are material in amount,
disclose the omission of the procedures in the general scope para
graph without any qualification in the opinion paragraph with
respect to such omission. In deciding upon the ‘other procedures’ to
be employed he must bear in mind that he has the burden of
justifying the opinion expressed.” (Page 21)
The committee has in this statement made a distinction between
qualifications in the scope section and qualifications in the opinion
section of auditors’ reports. In cases in which the extended pro
cedures are not carried out and the inventories or receivables are
a material factor, the expression of an unqualified opinion does not
relieve the auditor of the necessity of disclosing in the general
scope section of his report, whether short or long form, the omission
of the procedures, regardless of whether or not they are practicable
and reasonable. He should of course state that he has satisfied him
self by other methods.
It should be emphasized that the expression “other procedures”
means procedures in addition to the usual tests of the receivables
and inventory accounts and records. They must be such as to pro
vide assurance comparable to the extended procedures. For that
reason, it is believed there are few situations in which “other pro
cedures” can be satisfactorily used.
As to Statement Number 23 (now pages 18 to 20 of the Codifi
cation), that statement does not prohibit the expression of an opin
ion by an auditor who has satisfied himself as to the fairness of
presentation of the financial statements. It in no way attempts to
limit or circumscribe the exercise of the C P A 's professional judg
ment. It is directed solely to the clear disclosure of what the CPA
thinks of financial statements with which he permits his name to be
associated and becomes applicable only when the auditor feels he
is not in a position to express an opinion.

Responsibility for Opening Inventories

The following correspondence with a prominent practicing CPA
relates to the responsibilities of the auditor for inventories at the
beginning of the year when he has undertaken an audit of a com
pany for the first time, or for some other reason has not observed
the taking of inventory at the beginning of the period.
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“Because of differences in viewpoint among our own partners on
the handling of the subject, I would appreciate getting the benefit
of your ideas regarding it.
“The question pivots around the type of opinion, and particu
larly whether explanation, qualification, disclaimer, or any com
bination of them, is required in respect to opening inventories when
the following circumstances prevail:
“ 1. A new engagement at the end of a year where in the preced
ing year independent accountants expressed an unqualified opinion.
“2. The same situation as in (1), but where the previous account
ants took exception or disclaimed.
“3. The same situation as in (1), except that there was no examina
tion by an independent accountant in the preceding year.
“4. An old engagement where in the preceding year inventories
were not observed, but inventories at the close of the current year
are observed.”
Our Opinion
In all of the cases mentioned it is of course not practicable or
reasonable to observe the taking of the physical inventories at the
beginning of the period or year under examination; and, we do not
believe that the failure to observe opening inventories always re
quires mention in the auditor’s report.
The whole question as to whether or not an auditor can under
such circumstances express an unqualified opinion, it seems to us,
depends entirely upon whether he has been able to satisfy himself
as to the substantial correctness of the opening inventory. That is
a question which can be answered only by the one actually engaged
in the audit and familiar with the existing conditions, but we shall
be glad to express our views on the matter in general. We shall take
up the situations that have been mentioned in the order presented
and number the paragraphs in accordance with the questions.
1.
In the case of a new engagement at the end of a year, where
in the preceding year independent accountants expressed an un
qualified opinion, if you have confidence in your predecessor and
are satisfied that his work can be relied upon, we doubt whether
it is necessary for you to make more than a general review of the
final inventory sheets. In such a case we would think it appropriate
to express an unqualified opinion. If you have some doubts about
the quality of the work of your predecessor and are not sure to
what extent he may have made a reasonable test of the inventories,
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it seems to us you may have an obligation to go much further. If
you can make arrangements to have access to his working papers
and can consult with him, you can probably determine the extent of
his compliance with the proper procedures and form a conclusion
as to whether you can rely upon his observations or not. If you can,
we think an unqualified opinion could be expressed. If not, you may
have to proceed as if there had been no examination by an in
dependent accountant in the preceding year.
2. In the case of a new engagement at the end of a year, where
in the preceding year the independent accountant took exception or
made a disclaimer with respect to inventories, it seems to us you
would usually have to proceed as if there had been no examination
by an independent accountant in the preceding year.
3. In the case of a new engagement at the end of a year, where
in the preceding year no examination by an independent accountant
had been made, it seems to us you may have to go to considerable
lengths to develop sufficient competent evidence to satisfy yourself
that the inventories were properly stated. This is not always an
easy procedure. Tests of course will have to be made of the under
lying records supporting the amounts stated for inventories at the
close of the preceding year. Officers and employees who had the
responsibility for taking the physical inventory during the preced
ing year should be questioned, and any instructions that were given
at that time for the inventory-taking should be reviewed. We should
think tests of the original work sheets and the tracing of items from
the work sheets to the final inventory sheets would be an essential
part of the procedure. In some cases, it is possible to compare com
ponents in the inventories in relation to sales, costs, etc., over a
period of years to see whether the opening inventories of such items
appear to be in line. If the records are such that you are able to
make satisfactory tests of this kind (very much the same kind of
tests that we used to make before “Extension of Auditing Proce
dures”), if your observation of the taking of the closing inventories
does not disclose any serious weaknesses in the inventory procedures
followed by the client, and if everything tested gives evidence that
the opening inventories are properly stated, it seems to us there
should be no hesitancy to give an unqualified opinion.
On the other hand, if your examination discloses procedures that
are questionable, or your tests do not satisfy you, as a result of
which you do not feel reasonably sure as to the fairness of the
presentation of the opening inventory, then it seems to us you can
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not give an unqualified opinion. However, you still will have to
decide how insecure you feel. If you have considerable doubt as to
the validity of the opening inventory and feel that it might be very
materially out of line, we believe you should disclaim an opinion
with respect to the income statement. Or, if your doubts are so
great that you feel you cannot express an unqualified opinion,
but not great enough to cause you to believe that the margin of error
could be very material, we believe it would be appropriate to ex
press a qualified opinion. Where either a qualified opinion or a
denial of an opinion is used, of course, there has to be some ex
planation with respect to the situation and the reasons for the quali
fication or the denial.
4.
In the case of an old engagement where, in the preceding
year, inventories were not observed but the inventory at the close
of the current year is observed, it seems to us you are in a better
position to determine whether you can issue an unqualified opinion
than in the preceding two situations. In such a case, in view of the
previous association with the client, the scope of the work in pre
vious years, and the procedures available to you as outlined in (3),
it may be possible to reach a sufficiently satisfactory conclusion as
to the opening inventory to justify an unqualified opinion. On the
other hand, if the circumstances are such that you are not able to
satisfy yourself as to the substantial accuracy of the opening in
ventory, it seems to us you are in the same position that you are in
case 3.
Regardless of whether you qualify your opinion or disclaim one,
it seems to us the situation should be outlined either in the first
paragraph of the standard short-form report or in a separate para
graph preceding the “opinion” paragraph. If you feel you are in a
position to express a qualified opinion, the standard opinion para
graph could be modified to state that your opinion is qualified with
respect to the results of operations for the reasons indicated. If
you feel that you have to disclaim an opinion, the opinion para
graph should be revised to state that you are expressing an opinion
only with respect to financial position and that, for the reasons
indicated, you are withholding an opinion with respect to the re
sults of operations. If nothing has come to your attention to indicate
that the statement is not correct, although you are unable to satisfy
yourself due to lack of records or other circumstances, your dis
claimer might be followed by a statement to that effect.
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Q U A L IF IC A T IO N O F O P IN IO N

Qualified Opinions Are Difficult to Write

One of the most difficult problems encountered by the independ
ent accountant in writing his reports is that of explaining clearly to
the reader of the report just what representations he is making with
respect to the financial statements when he cannot express an un
qualified opinion. Statement on Auditing Procedure Number 23 1
deals with cases in which no opinion can be expressed, and it ap
pears that current discussions of that statement are clarifying the
profession’s understanding of the type of language that is needed
to disclaim the expression of an opinion. However, there seems to
be need for careful study of the methods of dealing with cases
where the auditor must take exception to financial statements in
some respects, but the exceptions are not sufficient to negative the
opinion; in other words, when he must express a qualified opinion.
In an effort to stimulate discussion of this subject, we have selected
for comment two auditors’ reports which accompanied the annual
financial statements of two large manufacturing companies for fiscal
years ending September 30, 1948. In each instance the first para
graph of the related reports referred to the limited auditing pro
cedures employed. The final two paragraphs of each report are
reproduced below.
I
“During the year physical inventories were taken of approximately
52 per cent of the value of the companies’ inventories, but all other
inventories are based on book records; therefore, our observation of
the taking of the inventories and the test-check of quantities was con
fined to those departments where physical inventories were taken.
We employed supplemental and extended procedures in checking
1 See pages 18-20 of Codification of Statements on Auditing Procedure.
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the book inventories and satisfied ourselves that they are reason
ably stated at September 30, 1948.
“In our opinion, the accompanying consolidated balance sheet
and related consolidated statements of profit and loss and surplus,
taken in conjunction with the comments in notes to the consolidated
financial statements, present fairly the consolidated position of . . .
and its wholly owned subsidiaries at September 30, 1948, and the
results of their operations for the fiscal year then ended, in con
formity with generally accepted accounting principles applied on
a basis consistent, except as explained in the preceding paragraph,
with that of the preceding year.”

11
“To avoid suspension of operations and the consequent interrup
tion of production and delivery schedules for important customers
in the — industry, the company omitted its customary practice
of taking a physical inventory during the year. The inventory at
September 30, 1948, is stated in accordance with ledger balances,
not supported by physical counts at that date, which balances are
based on the last previous physical inventory, taken June 30, 1947,
plus the cost of materials purchased and labor and manufacturing
expenses incurred in the interim, and minus the cost of products sold
as determined through operation of the cost records. We reviewed
the cost accounting procedures and records and made tests of the
transactions reflected thereby for the year; we also took note of the
substantial correctness of ledger inventory balances over a period
of seven preceding years, demonstrated by comparison with annual
physical inventories. Based on such review and tests we have no
reason to believe that the ledger balances at September 30, 1948,
should not be considered a fair representation of the inventory valua
tion at that date.
“In our opinion, subject to the foregoing explanations regarding
the method of determination of the inventories and our examination
pertaining thereto, the accompanying balance sheet and related
statements of income and surplus present fairly the position o f _
at September 30, 1948, and the results of its operations for the year
then ended, in conformity with generally accepted accounting prin
ciples applied on a basis consistent in all material respects with that
of the preceding year.”
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Our Opinion
While it seems to us that both auditors’ reports fully explain the
procedures followed, we feel that many readers of the reports may
understandably be confused as to the significance of the qualifying
remarks. For example, the reference in the opinion paragraph of
the first certificate to an inconsistency in the application of generally
accepted accounting principles does not seem to be substantiated in
the paragraph which preceded it. It was necessary to mention the
limited nature of the auditing procedures followed, but it seems to
us that there was no change in the application of accounting prin
ciples.
W e are also inclined to question the necessity of any qualification
in the opinion paragraph when, as in the first example, the auditor
has employed other procedures which satisfied him that the in
ventories are reasonably stated. When that is the case, it seems to us
that he is in a position to express an unqualified opinion and that he
should do so, limiting his remarks regarding the procedures em
ployed to the “scope” paragraphs of the report.
It is difficult to say whether the situation in the second example is
similar to that of the first. In the second example, the auditor did
not make an affirmative assertion that the procedures described
were adequate to satisfy him as to the inventories. However, in
view of the fact that the inventories were material items an excep
tion to which would presumably negative the opinion, and since he
refers to the descriptions of the procedures as explanations, it ap
pears that the two cases are similar. In any case, the auditor’s posi
tion might well have been stated with greater clarity.
In commenting on these particular reports we do not intend to be
unduly critical of the accountants. The questions have been puzzling
to many auditors who were striving to give the most useful informa
tion they could. However, we believe these cases illustrate very
aptly certain of the problems involved in expressing qualified opin
ions.

More on Difficulties in Writing
Qualified Reports

In an effort to stimulate further consideration of the means by
which certified public accountants may more clearly explain to
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readers of their reports just what representations they are making, we
recently discussed two reports illustrating some of the problems
involved in writing qualified reports. The following excerpt from
another accountant’s report illustrates a different type of statement
which we believe leads to misunderstanding:
“We did not verify the inventories by count of physical quantities,
and the receivables and payables were not confirmed by communica
tion with the debtors or creditors. Our examination was made in
accordance with generally accepted auditing standards applicable
in the circumstances and included all procedures we considered
necessary.”
Although the auditor responsible for this report feels that the sec
ond sentence clearly indicates that he has satisfied himself with
respect to all material items, we believe that many users of financial
statements are not sufficiently well informed as to auditing pro
cedures to understand the significance of his assertions. For ex
ample, one interpretation placed upon the report was that the CPA
did not consider verification of inventories and confirmation of re
ceivables to be necessary procedures generally.
We believe that, where the auditor has omitted the procedures
recommended in “Extensions of Auditing Procedure” 1 but is able to
employ alternative procedures which he considers satisfactory, good
practice requires him to affirm that he has satisfied himself by other
means. In some cases, he should perhaps go even further and indi
cate by what methods he has satisfied himself. It seems to us he
owes a clear explanation of the matter not only to possible users of
the financial statements but also to his client as well.
Several of the Statements on Auditing Procedure issued by the
committee on auditing procedure of the American Institute of Certi
fied Public Accountants have implied strongly that there may be
circumstances in which alternative procedures can be effectively
employed as substitutes for the procedures set forth in “Extensions
of Auditing Procedure.” For example, the Codification, page 21, re
quires disclosure of the omission of those procedures “even though
the independent accountant may have satisfied himself by other
methods.” However, the only discussion in the Codification with
respect to disclosing the results of employing alternative procedures
appears on page 28, dealing with confirmation of receivables from
the government. The committee says, in part:
“In many, and perhaps most, cases the independent public ac1 Codification of Statements on Auditing Procedure, pages 20-29.
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countant may be able by reference to shipping records, contracts,
correspondence, or other documentary evidence, or evidence of
subsequent collection, to satisfy himself on a test basis as to the
validity of these receivables. In such cases, his disclosure of inability
to secure confirmation may well be accompanied by a statement that
he has satisfied himself by other means.”
That discussion dealt with a limited situation and does not pro
vide conclusive support for our views. It does suggest, however,
that the committee was inclined to look with favor upon the type of
disclosure we propose.
A number of firms have adopted a policy of using wording which
indicates their position much more clearly than does the report
quoted above. For example, in the case in question they might say:
“We did not verify the inventories by count of physical quantities,
and receivables and payables were not confirmed by communication
with the debtors or creditors, but we were able to satisfy ourselves
with respect to those items by other methods.”
W e believe that it would be a very worthwhile step in the right
direction if auditors generally adopted the policy of including such
a statement in their reports whenever appropriate.
Opinion When Client Lacks Formal Books

What type of report should be submitted when the client has no
formal set of books, and the financial statements must be constructed
by the auditor from whatever records are available? That, in sub
stance, is the question asked us recently by a reader in the following
inquiry:
“I have been retained to prepare ‘net worth’ statements for a
number of years to be presented to the Treasury Department for
their use in the examination of my client’s income-tax returns, which
returns were not prepared by me. There is no formal set of books.
The balance sheets are being developed from whatever records are
available such as bank statements, canceled checks, loan payment
records, income tax returns, etc. In addition, there has been con
siderable recourse to third-party records. The client has imposed
no restrictions on my work and has requested all third parties with
whom he has had dealings to co-operate fully with me and to furnish
whatever information I might require. At present, it appears that
the statements are being developed satisfactorily although at con
siderable expense and time.
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“However, what type of certificate can be rendered? In view of
the lack of formal books, how can I consider that I have made an
examination and if so, an examination of what? I have used every
accounting and auditing procedure known to me, but can they be
considered to be in accordance with generally accepted auditing
standards? In my opinion, the statements present fairly the financial
position of my client, but how does the fact that I have constructed
those statements myself affect the certificate?”
Our Opinion
In our reply we stated that it seems to us the wording of the
standard short-form auditor’s certificate is not applicable to a spe
cial engagement such as that described. We further stated our belief
that the report should outline the nature and purpose of this special
type of engagement and should describe in considerable detail the
manner in which the auditor developed the various balance-sheet
items. The auditor should stress the fact that no formal set of books
has been kept by his client, and that the statements presented have
been developed by the auditor through an examination of available
records and use of information supplied by third parties.
We also said that we do not feel we can advise him whether he is
in a position to express an opinion and that the absence of account
ing records undoubtedly increases the difficulty of obtaining a sound
basis for an opinion, particularly if the client is an individual or a
proprietorship. However, we pointed out that since the auditor
states that in his opinion the statements present fairly the financial
position of his client, he is certainly entitled to express any opinion
he has formed. The fact that the auditor has “constructed” the
statements should not stand in the way of expressing an opinion.

Theft of Records Presents
Problem in Report-Writing

How would you word your report in a case where it was not
possible to audit certain items on the profit and loss statement be
cause the primary records had been stolen? That is a question we
were asked recently. These are the facts of the case as described by
a reader:
A client’s safe was stolen in the summer of 1950. The general
ledger, record of cash receipts and disbursements, and the general
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journal were in the sate at the time and have not been located to this
date.
The company accountant had a trial balance as at June 30, 1950,
and started a new general ledger with those figures. Our inquirer
has prepared certified audit reports in prior years and is expected to
do so for the year 1950.
Items appearing in the balance sheet can be independently veri
fied as copies of invoices, canceled checks, accounts receivable
ledgers, etc., are available. It will not be possible to audit certain
items of the statement of profit and loss for the first six months
because of the absence of the primary records, except that bank
statements and duplicate deposit slips will be available. Test-checks
can be made but they will not be conclusive.
Our Opinion
As we stated to our inquirer, it seems to us the wording of his
certificate would depend upon how material he considers the un
audited items to be. If he does not consider them too material, we
believe he should use the wording of the standard short form of
report.
If he feels the materiality of the items requires him to qualify his
opinion, we suggest modifying the certificate to read somewhat as
follows:
W e have examined the balance sheet of X Company as of Decem
ber 31, 1950, and the related statements of profit and loss and
surplus for the year then ended. Our examination was made in
accordance with generally accepted auditing standards, and ac
cordingly included such tests of the accounting records and such
other auditing procedures as w e considered necessary in the circum
stances, except as noted in the following paragraph.
On (date), the company’s safe was stolen. The general ledger, the
record of cash receipts and disbursements, and the general journal,
which were in the safe at the time, have not been located to date.
Due to the absence of these records it has not been possible to
substantiate (state items) for the first six months of the year.
In our opinion, except for possible errors in the items mentioned
in the preceding paragraph, the accompanying balance sheet and
statements of income and surplus present fairly . . . .

We have stated before that we are inclined to believe there are
few cases in which it is appropriate to express an opinion as to the
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balance sheet while, at the same time, disclaiming one as to the
statement of profit and loss. The two statements are so closely re
lated that inability to substantiate one usually precludes substantiat
ing the other. However, there are exceptional cases and the auditor
may feel that, even though he is satisfied as to the balance sheet,
the unaudited items on the profit and loss statement are so material
as to require him to disclaim an opinion as to the results of opera
tions. In that event, we suggest that the references to the statement
of profit and loss and surplus, and the words “except as noted in the
following paragraph,’ should be deleted from the first paragraph of
our wording. The final paragraph could then be worded somewhat
as follows:
In view of the materiality of the items mentioned in the preced
ing paragraph, we are not in a position to express an opinion as to
whether the accompanying statement of profit and loss presents
fairly the results of operations for the year ending December 31,
1950. However, in our opinion, the accompanying balance sheet
presents fairly the financial position of X Company at December 31,
1950, in conformity with generally accepted accounting principles
applied on a basis consistent with that of the preceding year.

Missing Records Preclude Auditor's Opinion

Auditors are often able to display considerable ingenuity in re
constructing missing accounting records so that an opinion may be
expressed. Here is a case, however, which we believe defies even the
best of accounting and auditing techniques. The facts, as submitted
to us by a reader, are these:
“Several years ago—because they could find no one else willing to
assume the responsibility—I became a member of the board of
directors, and secretary-treasurer, of an Alaska mining corporation
that had been dormant for a period of 20 years.
“Upon taking over the position, I discovered that the accounting
records covering transactions of the corporation prior to 1951 were
missing. The only data available were an audit report dated June 5,
1931, and the corporation’s annual report for the year ending Decem
ber 3 1 , 1931, which contained an unaudited balance sheet.
“The situation was discussed at length in a special meeting of
the board of directors, at which the principal stockholder was pres
ent, and it was finally concluded that, as the old records could not
be located, the corporation’s books should be opened on the balances
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shown in the corporation’s annual report for the year ending Decem
ber 31, 1931. This was done and subsequent transactions were
properly recorded.
“About the same time the principal stockholder presented a claim
against the corporation for advances and loans of personal stock he
claimed to have made for the corporation’s benefit between the
years of 1932 and 1951 and, after some deliberation and without
substantiating evidence, the board finally approved the claim and
discharged the obligation by the issuance of shares of treasury
stock at an agreed-upon valuation.
“In preparing my annual report to the stockholders, I definitely
stated that the report had been prepared without audit and that no
independent accountant’s opinion could ever be expressed thereon
for the principal reason that the records were missing. I further
disclosed the circumstances under which the obligation to the prin
cipal stockholder was liquidated.
“Question No. 1. Was I correct in stating why no independent
accountant’s opinion would be expressed? (Incidentally, I hold
only .02 per cent of the outstanding stock.)
“Question No. 2. Was I correct in making a full disclosure of the
fact of the missing records and the settling of the principal stock
holder’s claim in my annual report to the stockholders?
“Subsequent to these matters I have resigned as secretary-treas
urer although I am still on the board of directors.
“The corporation is now thinking of listing its stock on a national
exchange, and I anticipate some difficulties.”
Our Opinion
From the standpoint of the preparation of financial statements,
we cannot take any exception to the independent accountant’s pro
cedures. W e certainly think he would have been brash to have ex
pressed an opinion with respect to the financial position of the
company, insofar as items which could not presently be verified
are concerned. In our opinion, there was no alternative but to make
full disclosure of the fact of the missing records and the settlement
of the principal stockholder’s claim. Not to have done so would, we
believe, have been a failure to disclose information which was
necessary for an intelligent understanding of the financial state
ments by anyone outside of the management of the company.
If the company should attempt to list its securities on a national
securities exchange, we think the accountant would find it beneficial
to develop a comprehensive statement of all the information avail
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able and submit it to the representatives of the Securities and Ex
change Commission before he undertakes to prepare financial
statements for a registration statement.

Expressing Opinion When Client Has
Investment in Unaudited Joint Venture

“W e and many other accounting firms,” writes a Journal reader,
“are constantly having a problem of approving financial statements
that contain, as one of the principal assets, investments in joint
ventures. I realize that where the client keeps the records of the
joint venture the auditing problem is considerably different from
what it is when the records of the joint venture are kept by one of
the other participants.
“Where the books of the joint venture are kept by our client it
seems to me that the auditing procedures to be applied should be
based upon the adequacy of the records of the joint venture and the
nature and type of reports submitted to and degree of control exer
cised by the other participants. In a situation of this type normally
we would be able to satisfy ourselves as to the propriety and re
liability of the carrying amount of the investment.
“On the other hand, where the records of the joint venture are
kept by a nonclient, our problem is quite different. Here we would
apply auditing procedures quite similar to those we would follow
with respect to any other investment of a client that was important
in amount. If the records of the joint venture had been examined by
other independent public accountants, the extent of our examina
tion could be reduced, provided we were satisfied with the report
of the other independent public accountants and the financial state
ments and other data submitted for the joint venture were reasonably
adequate. There is an area, however, where our responsibility as
auditors is not quite so clear. That is in those situations where the
records of the joint venture have not been reported upon by other
auditors and the financial reports and other data submitted by the
joint venture may or may not be completely adequate.”
Our Opinion
W e had an opportunity to discuss this inquiry informally at a
meeting attended by several prominent accountants, and we are
glad to pass along to other readers the benefit of their thinking.
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Those present agreed that there was very little in the way of
auditing procedures the CPA could apply in this type of engage
ment. There is usually some sort of written agreement that can be
examined, and it was the consensus that it would be reasonable to
request confirmation of the participant keeping the records of the
joint venture as to such information as the status of the project,
liability of the client, and expenditures to date. Assuming that the
CPA has no reason to distrust the situation, and that he gets satis
factory answers to his confirmation request, a number of those
present felt that the auditor would be justified in expressing an
unqualified opinion on the financial statements of the client. How
ever, a number of others, who seemed to be in the majority, felt that
the auditing procedures that could be applied in these cases are
too limited to justify an unqualified opinion. They, we believe,
would express a qualified opinion unless there was some reason to
doubt the fairness of the amount shown for the venture, in which
case they would disclaim an opinion.
In trying to resolve the question of what kind of an opinion should
be expressed, we believe it is important to keep in mind that an un
qualified opinion is an affirmative statement by the auditor that he
has sound reasons for believing that the financial statements fairly
present the financial position and results of operations of the com
pany. There are situations in which he can obtain little or no evi
dence as to the reliability of an item, but he is not justified in
expressing an unqualified opinion merely because he has no reason
to doubt the fairness of the presentation. If in such cases the item
is significant, we believe he should state that it is not possible to
obtain satisfactory evidence in support of it and he should disclaim
an opinion.
The situation described by our inquirer does not seem to us to be
one where the CPA has an adequate basis for an unqualified opin
ion. Nevertheless, it does not appear that it is such as to necessarily
require a disclaimer of opinion. W e believe that the auditor can
usually obtain quite a bit of evidence, even though it may not be
conclusive, as to the reliability of the venture accounts, and that the
user of the report is entitled to whatever assurances the auditor is
justified in giving on the basis of the evidence available. Accord
ingly, if the auditor has obtained fairly convincing evidence and if
nothing has come to his attention to cast doubt on the reliability of
the amounts shown, we are inclined to favor the expression of a
qualified opinion as a reasonable solution to this difficult problem.
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Qualified Opinion Recommended When
Stock and Surplus Are Combined

Should a certified public accountant express an opinion on a
balance sheet in which capital stock and earned surplus are com
bined in one figure? Take, for example, the case of a client having
an issue of capital stock of $100,000 par value outstanding whose
earned surplus is $1,000,000. This client desires to publish a finan
cial statement in which the capital stock and earned surplus are
combined and reported in one figure as $1,100,000.
Our Opinion
In our opinion, generally accepted accounting principles require
that each class of stock be stated separately on the balance sheet, and
that the amount authorized and outstanding and the par or stated
value per share be disclosed. It is also our opinion that generally
accepted accounting principles require that the amount of earned
surplus be shown separately in the balance sheet, and not combined
with either capital stock or any other surplus. Accordingly, if the
client insists on issuing a balance sheet without making such a
segregation and disclosure, we believe the auditor should take ex
ception as to the fairness of the presentation. W e do not believe he
would be properly fulfilling his obligation if he were to issue an
unqualified opinion.
There might be some question raised as to whether the auditor
should disclaim an opinion in such a case. However, it seems to us
there is enough importance in knowing that the assets and liabilities
are fairly stated to make it worth issuing a balance sheet even though
the proprietorship section is inadequate. W e believe a CPA would
be justified in expressing a qualified opinion on such a statement
because, while insufficient, it is not misleading.

Reporting Municipality's Lax Practices
In Issuing Bonds

The difficulties sometimes encountered in making a satisfactory
audit, and in reporting thereon, when the clients records are in
poor condition are well illustrated in the case described in the
following inquiry.
“In the audit of a municipality I have been unable to satisfy my156
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self that all outstanding bonds are properly accounted for, due to
the lax manner in which the bonds were issued. Blanks were printed
locally without numbers, without stubs, and delivered in loose-leaf
form. Obviously, it is impossible to account for all of these forms
and the possibility of bonds having been improperly issued is one
which cannot be satisfied by ordinary auditing procedures.
“Because of this contingent liability, I am refusing certification.
The client regards my attitude as unreasonable, due to the fact that
this procedure has been used in past years and other auditors have
not seen fit to make any comment.
“I would appreciate an expression from you as to whether or not
an auditor could, in good conscience, omit an explanation of this
condition from his report.”
Our Opinion
In expressing our personal views on the matter, we replied as
follows:
The auditor is always faced with the necessity of determining
how far it is possible for him to go in satisfying himself with respect
to matters of this kind. The unbusiness-like procedures that were
followed in the issuance of the bonds in question do not necessarily
indicate that there was any fraud in connection with their issuance.
If the face amount of the bonds was printed, and you are able to
ascertain from the printer the total amount of the bonds that were
printed, you would have some evidence to support the amounts
recorded as outstanding. The methods followed at the time of
issuance might also disclose helpful information. Thus, lists of
transmittals from one signing official to another or a signing official’s
personal memoranda, if available, would afford some check. If the
bonds are currently being issued, the degree of willingness to
tighten the procedures might be significant. If the signing officials
are still in office, a certification from them that all outstanding bonds
are accounted for might add confidence. If the bonds are coupon
bonds, a check of the coupons received for collection of interest
would be supporting evidence. If they are registered bonds, the
register would afford some check.
We are sometimes faced with a similar problem in the audits of
corporations when the shares of capital stock have been handled in
a very careless manner or when it is difficult to know whether the
officers of the company might have issued notes that were not
recorded in the accounts. If one can devise reasonably convincing
157

The Auditor's Report

procedures which develop corroborating evidence without any sign
of irregularity, and if the rest of the audit discloses nothing which
would excite the suspicion of a reasonably prudent and careful
auditor, it is sometimes appropriate to issue an unqualified report.
However, the auditor must be the sole judge. If he is unable to
satisfy himself within the reasonable limits of auditing procedures,
it seems to me he has no alternative but to qualify his opinion. I
doubt, however, whether this type of qualification is such as to
negative the statements as a whole and thereby necessitate the dis
claimer of any opinion regarding the statements taken as a whole.
It seems to me this is the kind of a qualification which can be ex
pressed clearly and which does not affect the other portions of the
statements. In my opinion, when an auditor has not been able to
satisfy himself in a matter of this kind, he has no right to omit a
qualification which clearly explains the facts.
Furthermore, in the case of a long-form report (which is what
most reports on municipal audits are), even though he feels reason
ably confident, based on the tests he has made and all the sur
rounding circumstances, that the bonds are properly stated, it seems
to me that, where the public interest is as great as it is in the case
of a municipality, there is sound reason for his insisting upon stat
ing in his report the facts regarding the condition in which he found
the records.

Reporting on Departures
from Accepted Principles

What kind of a report should an auditor give when the com
pany’s principal asset, a real estate tract held for development and
sale, is shown on the financial statements at the current appraised
market value? In a particular case discussed with us by a reader,
the effects of the use of appraised value were far-reaching. The
asset was carried on the balance sheet at a value far in excess of
cost, and the difference between cost and appraised value repre
sented a very substantial proportion of total assets. It also resulted
in a significant reduction in net income for the company as a whole
and, in a separate statement covering the real estate operations,
resulted in showing almost no profit even though on a cost basis a
substantial profit had been realized. At the time the asset was
written up, a credit was made to appraisal surplus. However, subse
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quently, but before the year end, a substantial distribution of stock
was made to stockholders, which was charged to the appraisal sur
plus.
Our Opinion
The kind of report an auditor should issue in these circumstances
obviously turns on whether or not the writing up of the asset to a
current market value basis can be considered to conform with gen
erally accepted accounting principles at the present time. Although
there has been considerable discussion in recent years of the ad
visability of reflecting changes in the price level in financial state
ments, the proposal has not received very widespread acceptance
within the accounting profession. Furthermore, we doubt that, even
if it had received widespread acceptance, the philosophy would be
applicable in this case. Here the asset consists of real estate which
is not used in the company’s operations and which will be sold in
the regular course of business. To write it up to current market
value would be similar to writing up inventory, with the result that
a substantial proportion of the gain to be realized from the de
velopment and sale of the property would be anticipated and would
never be reflected in net income. Moreover, under the company’s
accounting treatment, no provision was made for the related income
taxes that would be payable in the future.
Accordingly, we feel that in this case the following statement by
the committee on auditing procedure, on page 48 of Generally Ac
cepted Auditing Standards, is applicable:
“With all the facts of a particular case before him, the decision as
to the report to be issued is one for the auditor himself to make. It
is possible that cases may occur where the accountant’s exceptions
as to practices followed by the client are of such significance that
he may have reached a definite conclusion that the financial state
ments do not fairly present the financial position or results of opera
tions. In such cases, he should be satisfied that his report clearly
indicates his disagreement with the statements presented.”
In other words, we believe the auditor should either disclaim an
opinion or, preferably and more logically, state his opinion that the
financial statements do not present fairly financial position and re
sults of operations. It should be recognized, however, that in some
cases where the departure from generally accepted accounting prin
ciples is not so complex, and where the auditor can report precisely
its significance with respect to the financial statements presented,
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it may be possible to explain the situation and express a qualified
opinion.

A Good Example of a Qualified Report

The auditor’s report on the September 30, 1950, financial state
ments of the American Pulley Company (presented in comparative
form with the 1949 statements) states the auditor’s position, with
respect to the statements, in unusually clear and concise language,
and we believe that many of our readers will be glad to refer to it
in dealing with similar situations. Accordingly, we are presenting it
in full:
“We have examined the statement of financial position of The
American Pulley Company as of September 30, 1950, and the re
lated statement of income for the year then ended. Our examination
was made in accordance with generally accepted auditing stand
ards, and accordingly included such tests of the accounting records
and such other auditing procedures as we considered necessary in
the circumstances. The financial statements for the year ended
September 30, 1949, were previously examined and reported upon
by other independent accountants, and the accompanying financial
statements with respect to such year and all footnotes and references
thereto are based upon the report of said accountants.
“As indicated in Note D to the financial statements, provisions for
and charges to allowances for possible future inventory price de
clines and for future economic developments have resulted in net
increases in such allowances during each of the years, which net
increases have been reflected in cost of products sold. The treatment
of such items is not in accordance with generally accepted account
ing principles and results in understatements of $63,608.17 and
$70,510.46 of net income for the years ended September 30, 1950,
and September 30, 1949, respectively. In the accompanying state
ment of financial position, the deduction from inventories of allow
ances for possible future inventory price declines in the amounts
of $183,042.15 at September 30, 1950, and $183,594.59 at September
30, 1949, results in an understatement of the inventories at the
respective dates in the amounts stated.
“In our opinion, except as to the understatements of net income
and inventories referred to in the preceding paragraph, the ac
companying statement of financial position and statement of income
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present fairly the financial position of The American Pulley Com
pany at September 30, 1950, and the results of its operations for
the year then ended, in accordance with generally accepted ac
counting principles.”
Upon reading the above report and our comments, a corre
spondent said: “I cannot agree with your favorable comment on the
auditor’s report. When net income and inventories are Understated
as indicated, I believe that the examining accountant should refrain
from expressing an opinion as to the financial position of the com
pany under audit.”
He felt that the auditor should get his clients to permit adjust
ments necessary to make the financial statements a fair presenta
tion, or withhold an opinion. He did not consider it enough that the
auditor’s qualifications are sufficiently explicit so that he can pre
sume that the public will not be misled by figures that require
qualification. In place of an opinion, he suggested that the auditor
can state in his report that, “aside from the exceptions stated, the
other figures appear to be properly stated,” and he believed that is
as far as the auditor should go.
Our Opinion
While we agree that an auditor should endeavor to get his clients
to make necessary adjustments in the financial statements, and should
deny an opinion when it is his conviction that he should do so, it
seems to us that the American Pulley Company situation was one
in which a denial of opinion would be unduly severe. In this case,
the auditor had an opinion and it was very clear cut. The reader
of the report could hardly have been misled in any way as to what
he believed to be the exact difference in dollars and cents between
what he thought should have been included in the statements and
what his client considered proper.
If the auditor had clearly stated in his report that the items in
question should, in his opinion, have been thus and so, as our
correspondent suggests, and then gone on to say that “aside from
the exception stated, the other figures appear to be properly pre
sented,” it seems to us he would have said just about what the
auditors did say in the opinion quoted. On the other hand, if it Was
our correspondent’s thought that the auditor should have prefaced
his statement with an assertion that because of the differences men
tioned he was not prepared to express an opinion with respect to
the statements as a whole, we have the feeling he would be making
161

The Auditor's Report

a misstatement. The auditor was in a position to express an opinion
and he did have a definite and positive one which was clearly stated.
Our correspondent undoubtedly had Statement on Auditing Pro
cedure Number 23 1 in mind when he criticized the report. How
ever, Statement Number 23 deals with situations in which the
accountant is not in a position to express an opinion. This was not
the kind of a situation in which the auditor did not have an opinion
as to the extent to which the statements were in error, nor was it a
situation in which he did not know whether items in the financial
statements were properly presented. Accordingly, it seems to us the
circumstances justified a qualified opinion rather than a denial.

Can Auditor Certify as to
Principles Without Making an Audit?

Our attention was recently directed to a published example of a
non-opinion report in which the auditor apparently intended to dis
claim an opinion by stating that the statements had been prepared
“without independent confirmations,” but immediately went on to
say “however, the statements reflect generally accepted accounting
principles applied on a basis consistent with that of the preceding
year.” W e were asked whether an auditor may express an opinion
regarding the conformity of financial statements with generally ac
cepted accounting principles when he has not made an examination
which has been sufficient in scope to enable him to express an
opinion on the financial statements as a whole.
Our Opinion
The question is one which we think is not fully resolved at this
time. There are those who believe that only after the auditor has
made an examination in accordance with generally accepted auditing
standards, which of course includes such tests of the accounting
records and such other auditing procedures as are necessary in the
circumstances, can he express an opinion as to the conformity of
the financial statements with generally accepted accounting prin
ciples. Others maintain that the principal portion of the audit con
templated by the expression “made in accordance with generally
accepted auditing standards” is directed towards enabling the audi
tor to form an opinion as to whether the statements fairly present
1 See pages 18 -20 of Codification o f Statements on Auditing Procedure.
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the financial position and results of operation, and that the extent of
the conformity of the statements to generally accepted accounting
principles may be determined by a review of the books in the light
of certain basic accounting rules without resort to vouching and
similar test checks.
Our personal view with respect to this question is that an auditor
is not in a position to express an opinion that statements are “in
accordance with generally accepted accounting principles” until he
has completed an audit in accordance with generally accepted audit
ing standards and is in a position to express an opinion regarding
the over-all fairness of the financial statements. How else can he
know, for example, whether the inventory is actually reported at cost
or market, whichever is lower; or that the fixed assets are carried at
cost and depreciated over their normal life expectancy in accord
ance with an orderly and acceptable procedure; or that the accounts
receivable are bona fide and the provision for uncollectable accounts
receivable is reasonable; or that prepaid and deferred items have
been properly allocated; or that proper provision has been made for
liabilities. If any such items are significant in amount and the ac
countant has not made an audit of the accounts, we do not believe
he would have a sound basis for believing that they have been
handled in accordance with generally accepted accounting pro
cedures, and it would be improper, in our opinion, to state that the
statements had been so prepared.
Although not directly a part of the immediate question, we be
lieve there is considerable doubt that the expression “without in
dependent confirmations” should be considered a clear-cut denial of
opinion. We believe the expression “without audit” would be a great
deal clearer and that, preferably, the auditor should state specifically
that he is not in a position to express an opinion.

Auditor's Responsibility as
to Control Law Violations

A number of readers have inquired as to the certified public
accountant’s responsibility in instances where a client is selling over
ceiling prices or has given wage and salary increases in excess of the
amounts permitted under the Wage Stabilization Act.
None of the Institute committees has issued any pronouncements
on the subject. However, it seems to us that the conclusions set forth
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in Statement on Auditing Procedure Number 21, “Wartime Govern
ment Regulations,” are still applicable in the present situation. The
last two paragraphs of the statement appear to be particularly
relevant.
Fundamentally, we believe the position of the independent ac
countant in all these instances is such that he is not required to act
as an informer, but is required to advise his client to comply with
the law and to make adequate provision in the financial statements
for any estimated liability resulting from such violations. Where in
adequate provision is made and the amount is material, the ac
countant should take an exception in his opinion. If the exception
may be of sufficient import to nullify the opinion, he should con
sider whether he has to deny an opinion.
There has been some question as to whether Statement on Audit
ing Procedure Number 2 3 1 applies to situations involving possible
control law violations. It seems to us that nothing in these situa
tions causes Statement Number 23 to have peculiar relevance. As is
true with other areas of possible liability—and as already noted—
the obligation of the CPA is to exercise his independent judgment
and reach a conclusion as to whether the financial statements under
examination include adequate provision for any material possible
liability. If he concludes that adequate provision has not been
made, Statement Number 23 requires that such conclusion, and its
effect on his opinion, be clearly set forth.

Change from Cash to Accrual Basis
in Recording Vacation Costs

In 12 annual reports 2 in which there was disclosure of a change
in policy with respect to vacation payrolls during 1948, the com
panies had formerly accrued vacation allowances in the year in
which paid. It was indicated that because of changes in labor
agreements and legal interpretations the companies had now begun
to accrue vacation payrolls during the period in which employees
were deemed to qualify for vacations. These changes in the account
1 “Clarification of Accountant’s Report When Opinion is Omitted.” See Codifica
pages 18-20.
2 The 12 reports listed in Accounting Techniques Used in Published Corporate
Annual Reports (pp. 68-69), the third annual survey by the Institute research
department.
tion of Statements on Auditing Procedure,
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ing treatment of vacation payroll costs, which resulted in dual
charges for vacation costs in a single year, were handled generally
in two ways: either actual payments made in 1948 together with the
accrual for 1949 were charged to the 1948 income statement; or
vacation wages earned in 1947 and paid in 1948 were charged
retroactively against 1947 income statements, together with vaca
tion wages paid in 1947, as shown in the 1948 annual report or
against retained earnings, and the estimated vacation wages payable
in 1949 were accrued in the 1948 statements. It was indicated that
in only one of the 12 cases the auditor mentioned and approved the
change.
The Chief Accountant of the SEC in an article, “Current Ac
counting Problems,” in the January 1950 issue of Accounting Re
view refers to three cases involving a changeover to an accrual
basis of handling vacation costs and calls attention to the “varied
treatments of the same situation.” In one case there was no foot
note regarding the matter, but a thorough and clear-cut exception
as to consistency was taken in the auditor’s report; in another case
there was a footnote explanation, the auditor took an exception as
to consistency in his report, incorporating the footnote by reference,
and the auditor further indicated approval of the change; in still
another case the change in accounting for vacation pay was referred
to in a footnote and the auditor took no exception as to consistency
in his report.
We recently observed a footnote to the financial statements in
cluded in the 1949 annual report of one large company in which it
is pointed out that two years’ vacation expense has been charged to
1949 operations and that, after consideration of the related reduc
tion in federal income taxes, the additional year’s expense reduced
net income about $2,000,000. Further explanation of the change is
given in the president’s letter, but no mention thereof is made in
the auditors’ report. The effect of the change exceeds 9 per cent of
the reported net income.
In the interest of attaining a reasonable uniformity in the dis
closure of changes in the treatment of vacation costs—indeed all
changes involving consistency or affecting comparability—we would
urge that consideration be given to the following:
(1 ) A contractual liability for vacation pay existing at the yearend should be included in the balance sheet.
(2) In all cases where a material extraordinary or duplicating
charge to income occurs, the fact and amount should be brought
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out either by a separate caption in the income statement or by an
explanatory note or by both.
(3) When such extraordinary or duplicating charge to income
results from a change in accounting practice without any change in
basic facts or conditions, the change is one affecting consistency,
which should be mentioned in the auditor’s opinion.
(4) When an extraordinary or duplicating charge to income is
the result of a change in basic facts or conditions, such as occurs
when there is no liability at the beginning of the period but one
exists at the end, there is no change in the accepted practice of
recognizing liabilities, and accordingly, no mention need be made in
the auditor’s opinion.
Whether a change which makes the income statement incon
sistent with the prior year is from an inferior to a better accounting
practice or from one good to another good practice, a further ques
tion might be raised whether an opinion should expressly state
that a change has the auditors approval. If the auditor does
not express disapproval, it must be assumed that he approves. How
ever, he may wish to express affirmative approval which, of course,
is his privilege.

The "A.K.U." Prospectus

A reader has sent us some very interesting comments regarding
the audit certificates contained in the prospectus of a Netherlands
corporation with respect to an offering of its shares in the United
States. His comments are as follows:
“The recent prospectus of Algemene Kunstzijde Unie N. V.
(‘A.K.U.’ ) offers an interesting assortment of auditors’ reports.
‘A.K.U.’ is a Netherlands corporation some of whose shares are
being offered (through depository arrangements) to investors in the
United States. This offering brought it under the jurisdiction of the
Securities and Exchange Commission and hence the prospectus
was required. Reports for the parent and for subsidiaries appear
from auditors in four different countries. Arthur Young and Com
pany certified for the United States subsidiary with a standard
form report. Auditors in the other countries apparently have (for
this occasion at least) attempted to follow our standard form but
have had to depart from it.
“From England the auditors use our standard scope and opinion
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paragraphs but, in the scope paragraph, after having said ‘in ac
cordance with generally accepted auditing standards,’ they add:
W e did not make any independent physical verification of the
inventory quantities, nor did we communicate with debtors asking
for confirmation of the open balances shown in the books. Neither
of these procedures is mandatory or customary in present day prac
tice of independent accountants in Great Britain. W e did, however,
satisfy ourselves as to the substantial accuracy of the inventories and
accounts receivable by other procedures which we considered ade
quate.

They did not say they followed ‘generally accepted auditing stand
ards except . . .’ as should have been done by a firm in this coun
try. Instead they explain wherein their standards differ from ours.
“The report from the auditors in D üsseldorf, Germany, followed
exactly the same wording in the scope paragraph (with necessary
exceptions for name of client and country of operations) as did the
British accountants. The German auditors’ opinion paragraph, how
ever, ends with the following clause:
. . . in conformity with German law (referred to in Notes A and
G to the summarized balance sheets and in Note 5 to the sum
maries of earnings) and with generally accepted accounting prin
ciples applied on a consistent basis during the period.

If German law and generally accepted accounting principles are the
same, this raises several interesting questions. Are the principles
acceptable because the legislature said its rules constituted accept
able principles? Or, are the German accountants so strong that their
professional association was influential enough to get acceptable
accounting principles incorporated into law? If this is so, what pro
visions are there to permit an evolution to better principles?
“The auditors in the Netherlands wrote our standard scope
paragraph without any explanation of how their procedures differed
from ours. Therefore, in light of the previously cited explanations,
we can presume their methods are comparable to ours as to con
firmation of receivables and observation of inventories. However,
their opinion paragraph ends with an unusual twist:
. . . in conformity with generally acceptable accounting prin
ciples in the Netherlands applied on a consistent basis during the
period. [Note: acceptable instead of accepted.]
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“This raises two questions. Are there several sets of ‘acceptable’
principles no one of which is yet ‘accepted’? Do acceptable prin
ciples vary from country to country? There is a great deal of ex
planation in footnotes and in the statements about how the
Netherlands principles differ from ours. One of the most important
is that the income statements include depreciation based on replace
ment cost. Another is that:
Inventories are stated at standard costs which have been deter
mined on the basis of estimated current replacement or reproduction
costs (including general and administrative expenses, and deprecia
tion based on estimated replacement value.)

With these major variations from current practice in the United
States, the SEC permitted this prospectus to be issued. Is this tacit
approval of these ‘acceptable accounting principles in the Nether
lands’?
“This prospectus is of particular interest to us accountants in the
United States for the two major points apparent in these audit
certificates. The Securities and Exchange Commission has per
mitted filing when the auditors had neither confirmed receivables
nor observed inventories of important subsidiaries. Apparently the
Commission is satisfied that the audit by the Netherlands account
ants did include these procedures. Accounting principles substan
tially different from those to which we are accustomed have been
permitted. The adequacy of the disclosure of the difference in
principles was undoubtedly an important factor in permitting the
prospectus to be issued on this basis. Nevertheless the Commission
has permitted a material variation from our generally accepted
principles. Is this to be interpreted as a recognition that cost-basis
statements are less than adequate and a new era of current-value
recognition is upon us?”
Our Opinion
The writer’s comments, and the questions he raises, seem to us to
be very pertinent and we think point up weaknesses in the SEC’s
decision in this case. We believe it is clear that the Commission has
permitted the company to follow accounting procedures (particu
larly accounting for fixed assets on a replacement cost basis) that
would not be acceptable to it in a report filed by an American
company. Similarly, it has permitted foreign auditors to omit pro168
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cedures that, if omitted by American auditors, would almost surely
subject them to severe criticism.
We do not know the basis upon which the Commission concluded
that it should allow the registration to become effective. However,
we are inclined to believe that it may have been strongly influenced
by the belief that every effort should be made to facilitate Amer
ican investment abroad. Without in any way attempting to advocate
either the pros or cons of the policy of facilitating such investments,
we do question the propriety of accepting such deviations from
American practice. In the first place, it seems to us that the prac
tices as followed by the corporation and by its foreign auditors
could easily be misleading since they clearly violate those “ground
rules” which, it seems to us, American investors have the right to
assume have been followed in preparing the financial statements
and in auditing them. Furthermore, although it is fairly easy to
bring action against an American auditor if events show that he has
not done a proper job, it would be almost impossible for an in
vestor, if he believed he had been injured by relying upon the
report of foreign auditors, to secure redress. Accordingly, as a
minimum, it seems to us that, in the case of foreign securities being
offered for sale in the United States, the SEC should require the
company to prepare its statements in accordance with accounting
principles generally accepted in the United States, and that it
should require the audits of those financial statements to be per
formed by United States accounting firms in accordance with
auditing standards generally accepted here.

E X P L A N A T IO N S I N C L U D E D IN R E P O R T

Comments on Confirmation, Observation
Need Not Appear in Unqualified Report

Is it necessary to state in the auditor's report that accounts re
ceivable have been confirmed and that inventory taking has been
observed if an unqualified opinion is expressed? That question has
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been raised by several of our readers recently. It apparently is
prompted by discussions of the questionnaire the AICPA committee
on auditing procedure is using in its nation-wide survey of reports
submitted to banks. The questionnaire asks whether or not the
auditor’s report states that the procedures have been employed or
have not been employed. Since the readers do not ordinarily include
in their reports a statement as to these procedures when they express
an unqualified opinion, they are concerned that their reports may
not be adequate.
O ut Opinion
As to the adequacy of reports which do not mention the con
firmation and observation procedures, there can be no question but
that the standard short-form report fulfills the auditor’s responsibility
if he has performed the procedures. If the banks are satisfied with
the amount of information given, there would appear to be no
reason to mention them. However, many banks like to have, and
some require, additional information.
In a booklet, Financial Statements for Bank Credit Purposes,
prepared by the Robert Morris Associates to outline the information
bankers feel they need for credit purposes, it is stated that the
auditor's report should include an explanation of the method and
extent of confirmation of receivables, and disclosure of the extent
to which the auditor tested inventory quantities and pricings. The
booklet has received wide distribution among CPAs and bankers,
and is likely to result in widening the practice of submitting quite
detailed reports when used for credit purposes.
Also, we found in a preliminary survey of auditors’ reports sub
mitted to banks in New York, to test the questionnaire now being
used in the nation-wide survey, that information as to confirmation
was given in 53 per cent of the reports (short form and long form)
reviewed, and that information as to observation was given in 64
per cent. Even in the short-form type of report the CPA frequently
commented on the confirmation or observation procedures they had
used.
Accordingly, while there is no requirement in auditing standards
to disclose such information, the practice of disclosing it in reports
to be used for credit purposes appears to be quite common and
may generally be desirable in such reports. Of course, if the auditor
has not performed the procedures, he is required to disclose that
fact in the scope section of his report ( Codification of Statements on
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Auditing Procedure, p. 21), and also should state that he has satis
fied himself by means of other auditing procedures if he intends to
express an unqualified opinion (Statement on Auditing Procedure
Number 26).
W e might add that, so far as the survey of audit reports is con
cerned, there is little likelihood that bankers will improperly answer
the questionnaire on this point. The questionnaire asks whether or
not the report states that the procedures were performed and in
cludes a space for indicating that there were no statements in the
report as to the procedures.

M IS C E L L A N E O U S R E P O R T P R O B L E M S

The Expression of a
"Do Not Present Fairly" Opinion

A reader recently submitted to us an article on “adverse opin
ions” by independent accountants. His comments follow:
“After the conduct of an examination, and with the facts before
him, the decision as to the wording of the report to be issued is the
responsibility of the auditor. Generally, the auditor has formed an
opinion that the statements of the clients (1 ) present fairly the
financial position of the client and the results of the operations
without qualification, or (2) present fairly the financial position of
the client and the results of the operations with qualification, or (3)
that the statements do not present fairly the financial position and
the results of the operations. A fourth situation may exist in which
it is impossible to form an opinion as to the fairness of the financial
statements. It is only after the auditor has become satisfied as to
the existence of one of the four conditions that he can give expres
sion to his opinion, if any, in his report.
“There appears to be general acceptance in the expression of an
opinion either with or without qualification in (1 ) and (2) above,
and also it is clear what is to be done when it is impossible to form
an opinion in the fourth situation above. However, if in the opinion
171

The Auditor's Report

of the auditor, the statements do not present fairly the financial
position and the results of the operations, there seems to be some
question as to the wording of the report. Should the auditor state
that he is unable to express an opinion on the fairness of the over-all
representations of the statements? Or, should the auditor state un
equivocally that, in his opinion, the statements do not present fairly
the financial position and the results of the operations? Must an
auditor assume the position that he may express an opinion only if
he can state that the statements do present fairly the financial con
dition and the results of the operations with or without qualifica
tion?
“The CPA Handbook states the following:
“ ‘There are numerous situations which result in a denial of
opinion. The following are illustrative:
“ ‘1. The client has specifically restricted the scope of the examina
tion in one or more important particulars. This is probably the most
common reason for a disclaimer.
“ ‘2. Without restriction by the client, a full audit has been per
formed except for unavoidable circumstances which prevent the
performance of one or more important and necessary audit pro
cedures.
“ ‘3. The client has not applied generally accepted accounting
principles in his financial statements.
“ ‘4. The accounting principles have not been applied consistently.
“ ‘5. The examination is an interim one and all essential auditing
procedures have not been followed (even though at the end of the
year an unqualified opinion will be rendered, based on the work
done during and at the end of the year).'
“The CPA Handbook comments on the denial of an opinion as
follows:
“ ‘In order to illustrate concretely the effect on the pertinent
sections of the scope and opinion paragraphs of a denial of opinion,
the following five examples are presented. They are keyed to the
situations described in the preceding listing, and a brief comment
concerning the reason for the disclaimer is given in each case:
Illustration 3
SCOPE PARAGRAPH

Our examination was made in accordance with generally accepted
auditing standards, and accordingly included such tests of the ac
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counting records and such other auditing procedures as w e con
sidered necessary in the circumstances. W e found, however, that
the accounts are not maintained on the basis of generally accepted
accounting principles in that depreciation is taken into expense and
accumulated on the basis of the original cost of fixed assets, while
an appraisal increase of approximately $460,000 has been set up
on the books (capital stock having been issued for this increased
valuation at the time the original partnership was changed to a
corporation). The amount of understatement of depreciation for the
year is about $18,000, and the deficiency in accumulated deprecia
tion at December 31, 1952 is nearly $90,000.
This matter was discussed with the management who declined to
increase the depreciation expense above the amount deductible for
income tax purposes.
OPINION PARAGRAPH

As explained in the preceding “ Scope of Examination,” the ac
counts of the company have not been maintained on the basis of
generally accepted accounting principles, and accordingly show an
overstatement of income for the year and an understatement of
accumulated depreciation. Therefore, we are unable to express an
independent accountant’s opinion on the fairness of the over-all
representations in the attached financial statements.
(This is another case where the examination was satisfactory,
and the statement can be made that it was made in accordance with
generally accepted auditing standards. The cause for denial of an
opinion here is that the accounts have not been maintained on the
basis of generally accepted accounting principles.)

Illustration 4
SCOPE PARAGRAPH

Our examination was made in accordance with generally accepted
auditing standards, and accordingly included such tests of the
accounting records and such other auditing procedures as w e con
sidered necessary in the circumstances. The accounts have not been
maintained on a basis consistent with the preceding year, in that
the charge for depreciation of fixed assets has been reduced by
more than half for the year reviewed, while depreciable fixed assets
have slightly increased. The management feels that, since no tax
benefit would be derived from deducting the full depreciation, it
will charge off only the reduced amount of depreciation. Had the
normal charge for depreciation been taken into expense, a loss of
about $14,500 would have been shown instead of a profit of $1,200.
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OPINION PARAGRAPH

As noted in the preceding paragraph, the accounts of the company
have not been maintained on a basis consistent with the preceding
year. This has resulted in a distortion of operating results. There
fore, we are unable to express an independent accountant’s opinion
on the fairness of the over-all representations contained in the ac
companying financial statements.
(This is similar to illustration 3, except that the difficulty here
was that accounting principles have not been consistently applied,
and the distortion was m aterial.)1

“In the illustrative cases 3 and 4, as quoted from the CPA Hand
book, it would appear to any accountant that the auditor has
formed a very definite opinion that the statements do not present
fairly the financial position of the company and its results of opera
tions. Why, then, did the auditor say that he is unable to express an
opinion?
“In his report the auditor has related some facts about the client’s
representations, but has expressed no professional opinion. The
auditor’s report may not be crystal clear to all interested parties.
His report is confusing inasmuch as the facts related in his report
would indicate that he has an opinion. However, doubt might be
created in the minds of interested persons because he states that he
is unable to express an opinion.
“It is believed the auditor’s report would have better served all
interested parties had he not ‘denied an opinion,’ but had expressed
what was in his mind and stated unequivocally that, in his opinion,
the financial statements of the company do not present fairly the
financial position of the company and the result of its operations.”
Our Opinion
We agree in principle with the views expressed by the writer.
However, we are inclined to believe that a qualified opinion may be
appropriate in many cases of this kind.
Certainly, it is not logical for an independent accountant to state
that he is not in a position to express an opinion on the financial
statements when he has a definite opinion that they do not present
fairly the financial position or results of operations. The committee
on auditing procedure has dealt with this in broad terms in Gen
erally Accepted Auditing Standards (p. 48) where it states:
1 C P A Handbook, A IA , Chapter 19, pp. 1 1 , 13, 14.

174

MISCELLANEOUS REPORT PROBLEMS

“With all of the facts of a particular case before him, the decision
as to the report to be issued is one for the auditor himself to make.
It is possible that cases may occur where the auditor’s exceptions as
to practices followed by the client are of such significance that he
may have reached a definite conclusion that the financial statements
do not fairly present the financial position or results of operations.
In such cases, he should be satisfied that his report clearly indicates
his disagreement with the statements presented.”
It seems to us that the independent accountant’s disagreement
with the financial statements may be clearly indicated by a quali
fied opinion in some cases where the departure from generally
accepted accounting principles, though having a material effect,
can be clearly explained and its effect on the financial statements
specifically described. In other cases, the departure may be so com
plex that its effect on the financial statements cannot be clearly
indicated. In such cases, we believe the auditor should specifically
state that the financial statements do not fairly present the financial
position and results of operations.

AICPA Rules as to Pro-Forma
Financial Statements

An item New York Certified Public Accountant calls attention
to four rules adopted by the American Institute many years ago
and seemingly overlooked and never carried over into any of the
current Institute literature on accounting and auditing procedures.
The rules relate to the certification of balance sheets giving effect
to transactions consummated on a date later than the date of the
balance sheet. They were recommended by a special committee on
co-operation with bankers and were approved unanimously at the
American Institutes annual meeting on September 18, 1923 for
the guidance of the members of the Institute. The rules are as fol
lows:
“I. The accountant may certify a statement of a company giving
effect as at the date thereof to transactions entered into subsequently
only under the following conditions, viz.:
a.
If the subsequent transactions are the subject of a definite
(preferably written) contract or agreement between the company
and bankers (or parties) who the accountant is satisfied are respon
sible and able to carry out their engagement;
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b. If the interval between the date of the statement and the date
of the subsequent transactions is reasonably short—not to exceed,
say, four months;
c. If the accountant, after due inquiry, or, preferably after actual
investigation, has no reason to suppose that other transactions or
developments have in the interval materially affected adversely the
position of the company; and
d. If the character of the transaction to which effect is given is
clearly disclosed, i.e., either at the heading of the statement or
somewhere in the statement there shall be stated clearly the purpose
for which the statement is issued.

“II. The accountant should not certify a statement giving effect
to transactions contemplated but not actually entered into at the
date of the certificate, with the sole exception that he may give
effect to the proposed application of the proceeds of new financing
where the application is clearly disclosed on the face of the state
ment or in the certificate and the accountant is satisfied that the
funds can and will be applied in the manner indicated. It is not
necessary that the precise liability shown in the balance sheet be
fore adjustment should actually be paid out of the new money.
It is sufficient, for instance, where the balance sheet before the
financing shows bank loans, if the proceeds are to be applied to
bank loans which are either identical with or have replaced the bank
loans actually outstanding at the date of the balance sheet. Ordi
narily, however, the accountant should not apply the proceeds of
financing to the payment of current trade accounts payable, at least
not against a normal volume of such current accounts payable,
because there must always be such accounts outstanding, and the
application of new moneys against the outstandings at the date of
the balance sheet results in showing a position which in fact could
never be attained. The accountant may usually best satisfy himself
that the funds will be applied as indicated by getting an assurance
from the issuing house on the point.
“III. In any description of a statement or in any certificate re
lating thereto it is desirable that the past tense should be used. It
should also be made clear that the transactions embodied have
been definitely covered by contracts.
“IV. When the accountant feels that he cannot certify to such a
hypothetical statement, probably because of the length of the period
which has elapsed since the accounts have been audited, he may
be prepared to write a letter, not in certificate form, stating that at
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the request of the addressee a statement has been examined or pre
pared in which effect is given, in his opinion correctly, to proposed
transactions (which must be clearly specified). Such letters should
be given only in very special cases and with the greatest care.”

Reports Covering Subsidiaries Used
with Uncertified Consolidated Statements

The following note headed "Consolidated Financial Statements”
precedes the two auditors’ reports which accompany the consolidated
statements presented by the Miller Manufacturing Co. as part of its
annual report for the fiscal year ended September 30, 1946:
"T h e

a c c o m p a n y in g

co n so lid ated fin an cial statem en ts represen t a

co n so lid ation o f th e statem en ts o f M iller M a n u fa ctu r in g C o ., P re
cision M a n u fa c tu r in g C o m p a n y , M onroe S te e l C a stin g s C o m p a n y ,
a n d E c o n o m y V a lv e C o m p a n y . T h e financial statem en ts o f th e first
tw o co m p an ies w e r e exam in ed b y P rice, W a terh o u se & C o ., an d
those o f M o n ro e S tee l C a sin g s C o m p a n y w e re ex am in ed b y E rn st
a n d E rn st. T h e opinions o f tho se firms o f in d e p e n d e n t p u b lic a c 
co u n tan ts on th e r e s p e c tiv e fin an cial statem en ts exam in ed b y them
are p resen ted b e lo w .”

As may be gathered from the above note, the two auditors’ re
ports accompanying the consolidated statements make reference only
to financial statements of the specific companies audited, and neither
firm of accountants involved assumes any direct responsibility for
the consolidated statements presented in the annual report.
Although the informed reader would probably recognize this
absence of certification of the consolidated statements, it might
easily be overlooked by one who is not very familiar with such
matters. Under the circumstances it would seem that a positive
statement that the consolidated statements were presented without
certification would have been helpful.
The possibility of confusing the reader of the annual report seems
to us to be materially increased by the inclusion of auditors’ reports
pertaining specifically to the financial condition and operations of
constituent companies in conjunction with the presentation of a set
of consolidated statements when the separate certified statements
are not reproduced in the annual report. At the same time, the
company runs the danger of having the informed and critical reader
become skeptical as to the validity of the consolidated statements
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merely because the company does not make it clear that the con
solidated statements were not certified. The inclusion of consolidat
ing statements showing the certified statements and disclosing the
principles followed by the company in carrying out the consolida
tion would seem to us to have been a helpful method of presenta
tion in this case.

Extensive Audit Work Necessary to Express
Opinion Limited to Balance Sheet

One of our readers writes us that he is occasionally called upon
to submit opinions on balance sheets of small firms in cases where
the scope of his engagement is such that he cannot review the
operations to an extent which enables him to express an opinion as
to the fairness or comparability of the income statement. In some
instances the report contains only the balance sheet and supporting
schedules thereto. In other instances the report may also contain
an income statement.
With respect to reports in which only a balance sheet is pre
sented, he requested our views as to whether it would be proper to
limit the opinion to the balance sheet alone and, assuming it would
be proper, whether the opinion should be qualified as to the fact
that operations were not reviewed sufficiently to enable the account
ant to express an opinion on them. With respect to reports in which
an income statement is included, he asked for our views as to
whether the independent accountant might express an opinion
limited to the balance sheet and disclaim an opinion as to operations.
Our Opinion
We feel it is perfectly proper for an accountant to express an
opinion on the balance sheet alone, provided he has a sound basis
for such an opinion. Furthermore, we see no reason to qualify the
opinion with respect to operations in cases where an income state
ment is not included in the report. On the other hand, if the
balance sheet is accompanied by an income statement, we feel that
the accountant’s opinion should be expressed as to the balance sheet
only, and the operating statement should be presented with a dis
claimer of opinion on the results of operations.
Just what would constitute a sound basis for an opinion limited
to a balance sheet would vary according to the circumstances of the
particular case. However, it appears to us that an examination
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necessary to express an opinion on a balance sheet alone would
usually have to be almost as extensive as would be necessary for
the expression of an opinion on both the balance sheet and the in
come statement.
When an independent accountant’s opinion is contemplated, the
scope of the examination cannot be separated as between balance
sheet and income statement for the reason that an examination of
one statement is related and necessary to the examination of the
other. If the examination were restricted to the balance-sheet ac
counts, it would seem the accountant would not have a sufficient
basis for an opinion because, among other things, further liabilities
might be disclosed by examining the expenses, and important capital
items may have been charged to expense.
It follows, therefore, that unless the CPA has made a rather ex
tensive examination of the operating accounts, he would not have
obtained sufficient evidence to express the opinion that “the balance
sheet fairly presents the financial position.” In those circumstances,
we believe his report should be drawn up in accordance with State
ment on Auditing Procedure Number 23 and contain a denial of
his ability to render an opinion as to the financial statements (or
balance sheet alone). However, the report could properly include
any comments on individual balance-sheet items which his work
justifies.
That being the case, it seems to us there are relatively few in
stances in which the independent accountant would be in a position
to express an opinion on the balance sheet, but not on the income
statement. We are inclined to believe they would be limited to
special situations such as the following: (1 ) initial audits where
the opening inventory cannot be examined satisfactorily, or (2) cases
where all necessary procedures to express an opinion on the income
statement were carried out, but the grouping or classification of
expense items was not reviewed, or (3) cases where a fire has
destroyed some of the client’s records during the year but it is
possible to substantiate all the balance-sheet items.

Propriety and Circumstances
of Issuing a "Revised Report"

A correspondent reports to us:
“I recently submitted an audit report in which several material
reasons were given why an opinion could not be expressed.
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“One of the reasons given related to a dispute between the corpo
ration and one of its officers, the resolution of which would have a
substantial income tax liability effect upon the corporation.
“The report has been in the client’s hands for several months.
They now approach me with documentary proof that their dispute
has been settled, and are requesting that the report be changed to
reflect such settlement.
“It appears to me changing the report now might well subject me
to criticism. I would greatly appreciate an opinion from you regard
ing this matter.”
Our Opinion
In discussing “Issuance of Additional Copies of Reports or Opin
ions Previously Furnished,” paragraph 28 of Statement on Auditing
Procedure Number 25, “Events Subsequent to the Date of Financial
Statements,” reads:
“In some unusual cases, it may be undesirable to deliver fresh
copies of a report, such as where a radical change has occurred in
the circumstances of a company’s existence which has come to the
attention of the auditor subsequent to the issuance of the original
report. However, in such cases it may be appropriate to issue a
revised report stating that it is currently submitted under the cir
cumstances or conditions existing at the time of first issuance but
with an accompanying disclosure relating to the change.”
W e do not believe this paragraph furnishes a “tailor-made” solu
tion to our correspondent’s particular problem. For example, if any
revised report issued in response to the client’s request includes the
statement “that it is currently submitted under the circumstances or
conditions existing at the time of first issuance,” immediately there
after, it may be found appropriate to add the phrase, “except that
the tax liability of the company has been re-estimated and con
sequent adjustment therefor has been reflected in the revised state
ments as a result of resolving the contingency discussed in the
previous report.” For our present purposes, however, the foregoing
excerpt from Statement Number 25 is significant because it indi
cates that there are cases in which it is appropriate to issue a revised
report.
This having been said, in our opinion, our correspondent may
properly issue a revised report including financial statements re
vised to reflect the tax liability of the client estimated on the basis
of the newly acquired evidence. Of course, if the several other
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material reasons cited at the time of the original disclaimer of opin
ion still obtain, our correspondent would again have to disclaim
an opinion on the over-all representations of the statements taken as
a whole, upon issuing the revised report. The primary purpose of
the revised report, then, would be to disclose the fact that the dis
pute has been resolved, or that one of the contingencies, originally
cited as grounds for disclaimer of an opinion on the financial state
ments, has been resolved within reasonable limits enabling a fair
estimate to be made of the client’s tax liability and the effects
thereof to be reflected in the statements.
If the circumstances are such that resolution of the dispute dis
sipates or removes all other grounds for disclaimer, we believe that
the auditor could then give an opinion on the statements as adjusted,
in his revised report.
We are quoting below a revised report issued by a firm of certified
public accountants in connection with the revised statements of
General Electric Company. While in the G.E. case the immediate
reason for the issuance of revised statements and a revised report
(namely, repeal of Section 462 of the federal tax code) is different
from the immediate reason in our correspondent’s case (resolution
of a dispute), nevertheless, the basic reason therefor in both cases
is an unusual “subsequent event.” We believe the following revised
report, therefore, should suggest a possible approach that both our
correspondent and others may take in issuing revised reports, viz:
“To the Share Owners and the Board of Directors of General Elec
tric Company, Schenectady, New York:
“Under date of February 18, 1955, we reported that the 1954
consolidated financial statement presented fairly the financial posi
tion of General Electric Company and affiliates at December 31,
1954 and the results of their operations for the year then ended. On
June 15, 1955, Section 462 of the 1954 Internal Revenue Code was
repealed retroactively with the result that various estimated ex
penses reflected in the computation of the provision for federal
income taxes and renegotiation are no longer valid deductions for
tax and renegotiation purposes. However, these estimated expenses
continue to be reflected in the books of account in accordance with
sound accounting practice.
“To reflect the estimated additional federal income taxes and
refunds on renegotiable business and the resultant decrease in net
earnings arising from the retroactive change in the tax law, the
Company has prepared the accompanying revised statement of
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earnings for the year ended December 31, 1954. We have reviewed
the computation of the adjustments included in this revised state
ment and, in our opinion, they reflect fairly the additional liability
arising from the repeal of Section 462 of the 1954 Internal Revenue
Code.”

Internal Auditors' Reports Should Not
Imply Independent Audit

Can an internal auditor properly issue an annual report expressing
an opinion as follows, without violating the ethics of the profession?
“In my opinion, as internal auditor for XYZ Company, the ac
companying balance sheet and related statements of income and
surplus present fairly the position of XYZ Company. . . .
“XYZ Company
By: John Doe
Certified Public Accountant”
The reader making this inquiry states that he is the internal audi
tor for eight companies who apportion his monthly salary among
them on the basis of the amount of time spent with each; that the
management leaves him to his own discretion with respect to every
thing having to do with accounting; that his auditing procedures
include all of those prescribed for an independent certified public
accountant, plus as much more detailed checking as he deems
necessary as the internal auditor; and that he is a certified public
accountant.
Our Opinion
In answering this question, we believe it must be recognized in
the first place that he is not “an independent certified public ac
countant” with respect to any of the companies for which he acts
as internal auditor. Accordingly, any expression of his opinion with
respect to the statements of such companies should be couched in
language that would clearly indicate to the reader that he is not
independent.
Among well-informed persons in the field of accounting the fact
that he designates himself in his opinion “as internal auditor for
XYZ Company” would convey the impression that he is not acting
in the capacity of an independent auditor. Whether this fact is suffi
ciently understood to prevent his report from being interpreted by
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many uninformed readers as that of an independent auditor may be
questionable.
W e also notice that he proposes to sign the statement with the
name of the corporation, by himself. Since the opinion is his own,
one would expect to see it signed by him directly and not as an
agent of the company.
It is not uncommon for an officer of a corporation to sign a state
ment taking responsibility for financial statements issued by the
company, but it is well recognized that in doing so he must make
it clear that he is doing so as an employee of the company and
not as an independent accountant.
It seems to us that a very little change in the certificate would be
sufficient to meet any of the points we have made above, yet not in
any way interfere with his performing the function he wishes to
perform. W e believe that if he were to strike out of his opinion the
expression “as internal auditor for XYZ Company” and insert the
words “as an employee of the company,” and then were to sign
the report as “John Doe, CPA, Internal Auditor” it should be clear
to all concerned just what his status is.

Use of "W e" in Individual
Practitioners' Reports

During the course of a discussion on report-writing, a controversy
arose as to whether or not it is appropriate to use the pronouns
“we” and “our” in audit reports prepared by individual practi
tioners. Some of those present expressed the opinion that individual
practitioners must use the words “I” and “my” in their comments
and in their certificates, if they are to avoid violating the rules of
the Institute and of the Treasury Department. Others contended
that the plural pronouns are not only permissible in the case of an
individual practitioner, but also are more popular and proper, pro
vided the letterhead and stationery clearly indicate that the firm is
an individual practitioner. W e were later asked to give our views on
the matter.
Our Opinion
John L. Carey’s book, Professional Ethics of Certified Public Ac
countants, does not cover this question specifically. It does point out,
however (pp. 204 and 205), that “some certified public accountants
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do not consider it appropriate for an individual to practice under a
style denoting a partnership, such as ‘Smith & Co.,' ” although “the
Institute's Rules of Professional Conduct do not prohibit such
designations by individuals, and it is believed that they are not
uncommon.”
It also points out that Treasury Department Circular Number 230
in effect prohibits an enrolled agent from using a firm name indicat
ing a partnership when in fact he is practicing as a sole proprietor.
It further notes that use of the plural designations “Members of the
American Institute of Certified Public Accountants” or “Certified
Public Accountants” by an individual is prohibited either by Rule I
of the Institute’s Rules of Professional Conduct or by the laws of
most states, although the singular forms of descriptions may, of
course, be used.
In many kinds of writing, the editorial usage of “we” by an in
dividual writer is considered appropriate and is common practice.
For example, we use the plural pronoun in this column as a matter
of editorial policy. In the May 1942 issue of The Journal of Ac
countancy (p. 390) an editorial on this question stated: “It seems
to us that any attempt to make a rule for the employment of either
term represents a slightly sophistic approach to the problem. A
matter of respect for the language and commonsense English usage
call for the word T in such reports only when a single principal has
made the examination personally and without the aid of his em
ployees. In all other instances we’—meaning one or more principals
and a number of staff assistants—seems appropriate.” W e believe
that more recent thinking does not draw even this rather subtle
distinction.
In our opinion, the use of the plural pronouns would not be a
violation of the Institute’s Rules of Professional Conduct, nor do
we see any way in which such usage would be misleading so long
as the proper designation is used by the person signing the report
and taking responsibility for it.
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Current Assets of Contractors

The following letter was received from the president of a large
surety company:
“I have just had an opportunity to read the American Institute's
Accounting Research Bulletin Number 30, ‘Current Assets and Cur
rent Liabilities: Working Capital’ 1 which I find of great interest,
although it provokes some questions. . . .
“As you probably know, the Surety Company writes a large vol
ume of contract bond business, and in the underwriting of this line
we receive a great many contractors’ balance sheets and more
complete financial reports. These are analyzed on a comparative
1 See chapter 3(a), Accounting Research Bulletin No. 43, Restatement and R e
vision of Accounting Research Bulletins.
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basis. One of the facts we are always interested in determining is
the working capital available for uncompleted contracts and for
such additional work as the contractor may propose to bid.
“As a general rule we have looked askance at officers’ receivables,
whereas it seems to us that cash surrender value of life insurance
policies, when the beneficiary is satisfactory, represents working
capital readily available to the contractor. Unlike notes discounted,
which must be paid should the bank fail to collect, the cash sur
render value of life insurance policies can be obtained and used for
an indefinite period. Doesn’t this make it a first-rate current asset?
“There is another situation which occasionally comes up in our
work about which comment would be appreciated. Take the case
of a contractor with a large dam contract requiring years for com
pletion, who must purchase $500,000 of equipment to handle the
work. He signs equipment notes payable in equal installments over
a two-year period. Presumably he calculates the cost of this equip
ment in his bid, and assumes that when the job is completed the
equipment is pretty much worked out and has nominal sale value.
In the light of the bulletin, how would you regard the notes, and
would you consider the equipment at all when determining working
capital? Another situation involves a contractor with a large and
valuable dredge who has a substantial inventory of spare parts and
pipe. To what extent, if any, would this inventory be classified as
a current asset?
“I realize, of course, that the bulletin under discussion has refer
ence primarily to manufacturing, trade, and service enterprises and
that contracting is a type of business somewhat peculiar to itself;
nevertheless, there is a wide interest in these statements and un
usual questions frequently arise.”
Our Opinion
When Accounting Research Bulletin Number 30 included among
current assets “receivables from officers (other than for loans and
advances), employees, affiliates, and others if collectible in the
ordinary course of business within a year,” the committee on ac
counting procedure clearly had in mind items which would reason
ably be expected to be collected during the operating cycle and
would thereby furnish cash just as would receivables from trade
accounts, notes, and acceptances. In cases in which there are
reasonable doubts as to the collectibility of these items in the
ordinary course of business within the operating cycle, they are
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ruled out of the category of current assets. The cash surrender
value of life insurance, on the other hand, is not expected to be
liquidated during the year or the operating cycle, and if it has any
part in furnishing cash it will almost invariably be in the form of
collateral to a loan. Life insurance policies are not carried by
corporations with the idea of cashing them in when they need
working capital. In this respect they are in the same category as
any asset which may be pledged for a current loan, but which the
company has no intention of selling.
The bulletin does not clearly answer your question regarding the
contractor who has a large dam contract requiring several years for
completion and who has signed equipment notes payable in equal
installments for a two-year period for the purpose of obtaining con
struction equipment which he believes will be substantially used
up when the dam is completed. As a practical matter, the facts
seldom conform to such a hypothesis, for equipment of this kind is
usually overhauled and used on other jobs. However, on the basis
of your assumption of facts, it seems to us the philosophy of the
bulletin as related to the operating cycle would lead to the inclusion
of the equipment among current assets since it is purchased solely
for this job and is expected to be used up completely within the
operating cycle. We should think such an unusual item would have
to be set out separately and its nature clearly disclosed. It would
follow that the notes should be treated as current liabilities since
they are “obligations for items which have entered into the operat
ing cycle.” This is definitely a special type of case and, while it may
seem far-fetched to report equipment of this kind among the cur
rent assets, it would seem no more out of place than to treat the
cement, gravel, and sand for the dam as current assets, and we
would assume there would be no doubt as to that in the case of such
a contractor.
With respect to the classification problem of the owner of the
large and valuable dredge who has a substantial inventory of spare
parts and pipe, we believe the committee covered this when, in
paragraph 4, it included under current assets “operating supplies,
and ordinary maintenance material and parts . . . which, if not
paid in advance, would require the use of current assets during the
operating cycle.”
The whole philosophy of the Bulletin is away from the concept
of current assets as being those upon which a creditor may “pounce”
for his protection. The belief of the committee is that most persons
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granting credit to businesses place more stress upon the ability of
the debtor to pay his obligations out of the proceeds from his opera
tions than upon being able to seize certain assets in case the debtor
fails to pay.

The Case of a Government Subcontractor
with a W eak Financial Structure

A correspondent, understandably worried, writes us as follows:
“In the preparation of a certified report, what steps should a
certified public accountant take under the following conditions:
“A client, engaged in subcontract work on government contracts,
and not having sufficient capital to finance its operations, borrowed
money through a V-loan agreement with a local bank. The client
did not have the capital at the time he undertook the contracts,
and does not have the capital today to suffer any losses on this work.
“Moreover, the financial condition of the prime contractor is
weak, and indications are that payments are being made as late as
forty days after delivery today.
“It is unknown to the CPA preparing the report whether, in the
event of termination by the government, the prime contractor’s
costs would be found to have exceeded the contract price. If this
situation materialized, there might be nothing available to the sub
contractors. Also, in the event of termination by the government for
any reason other than convenience, the possibility of collecting is
small, and there would be no immediate civilian demand for the
product. In the event of bankruptcy by the prime contractor, a
very substantial amount of accounts receivable would be involved.”
Our Opinion
In answering this question we think it is useful to bear in mind
the important fact that, ordinarily, if only the term “accounts re
ceivable” appears on a balance sheet among the current assets, the
reader of the statements is justified in assuming that the amount so
described is expected to be collected within the regular operating
cycle of the business. It seems to us that, in the situation described,
the rule of informative disclosure is of major importance. Since it
appears that the subcontractor’s business is very largely dependent
on the activities and general solvency of the one prime contractor,
the receivables from that contractor should be separately set forth
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and clearly described as to their nature, e.g., “Accounts Receivable
from Government Prime Contractor.”
It would also be incumbent on the auditor to make a realistic
appraisal of the collectibility of the amounts involved in the ordinary
course of its business with the prime contractor, and to make appro
priate provision for prospective losses.
In making such appraisal, however, it is our opinion the auditor
should not give undue consideration to extreme circumstances which
may be more or less hypothetical. Of course, if the auditor has some
objective evidence or definitive information which suggests the
probability of termination of the prime contract either for the con
venience of the government or by default, or that bankruptcy is
imminent, he should discount the receivables accordingly by means
of a provision for estimated loss.
It seems to us if there is separate disclosure of the amounts re
ceivable from the prime contractor in the manner indicated above
and also a clear description of the company’s liability for the
V-loan, to enable a reader of the statements to appraise the sources
of the subcontractor’s financing, the auditor will have properly
complied with auditing standards which may be applicable.

Payments to Trustee for Bonds

A practitioner recently asked us the following question:
“W e are preparing a balance sheet of the X Corporation as of
November 30, 1948. The firm has a liability for mortgage bonds
payable and the trust indenture states that on November 30, 1949,
a payment is to be made to the trustee. Is the payment which is to
be made to the trustee on November 30, 1949, to be shown as a
current liability or a long-term liability on the balance sheet dated
November 30, 1948?”
Our Opinion
The guide in classifying such a liability is afforded by the defini
tion of current liabilities contained in paragraph 7 of chapter 3(a)
Accounting Research Bulletin Number 43. As stated in the bulletin,
the definition of current liabilities is intended to include “other
liabilities whose regular and ordinary liquidation is expected to occur
within a relatively short period of time, usually twelve months
. . . such as . . . serial maturities of long term obligations. . ."
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This reference would clearly include the required payments to a
trustee, mentioned in your problem.
Probably your question arises by virtue of the fact that the pay
ment is a full year away from the balance-sheet date. Nevertheless
the payment is to be made within one year of the balance-sheet
date, so that even if you were to be very literal regarding the matter
I should think it would call for the inclusion of the amount among
the current liabilities. Even if the due date did not fall within one
year following the date of the balance sheet, technically I think the
bulletin would call for an inclusion of the amount among the cur
rent liabilities if it is expected that payment to the trustee will re
quire the use, during the operating cycle of the business, of assets
classified as current at the balance-sheet date.
The most common treatment in practice is to show the amount of
the required payment to the trustee as a deduction from the long
term liability for bonds payable (or to show the latter net of the
required payment to trustee) and to include the liability for the pay
ment as current.
However, chapter 3(a) of Bulletin 43 does appear to provide for
an alternative treatment in certain cases. A footnote in the bulletin
reads:
“Even though not actually set aside in special accounts, funds
that are clearly to be used in the near future for the liquidation of
long term debts, payments to sinking funds, or for similar purposes
should also, under this concept, be excluded from current assets.
However, where such funds are considered to offset maturing debt
which has properly been set up as a current liability, they may be
included within the current asset classification.”
This footnote suggests that the committee’s main concern was to
provide for a “parallel” treatment in the financial statements for
this type of item. Either the liability to be currently paid and the
funds to be used for such payment were both to be classified as
“current” or both were to be shown below the current classifications.
A university accounting instructor wrote us the following letter
criticizing this treatment of prospective sinking fund payments.
“In a recent test in Auditing I used a question adapted from a
query sent to you by a practitioner in reference to payment into a
sinking fund for the eventual payment of bonds.
“The answer which I propose to accept as correct, and which dif
fers from your answer, is as follows:
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“ ‘Items which are in cash form or which, it is expected, will be
converted into cash within a year are customarily shown as current
assets. Although a sinking fund payment must be made within one
year, the payment should not be shown as a current liability because
the corporation is not to pay out the money in the sense that ordi
nary disbursements are made. The payment, when it reaches the
sinking fund, will still be beneficially owned by the corporation.
Since no part of the bonds matures within one year, the whole
amount should remain as a fixed liability.’
“You liken the situation to that covered in Accounting Research
Bulletin Number 30, which considers serial maturities of long term
obligations. It appears to me that the situation presented in the
question is significantly different from a serial maturity of long term
obligations in that the series of bonds maturing will be paid off
whereas bonds which mature all at one time and which, by the trust
indenture, require sinking fund payments are not to be paid off but
will remain fixed liabilities until the fiscal year in which they mature.
“What I most dislike about your suggested treatment is the fact
that you would place the amount to be paid into the sinking fund
among the current liabilities and would deduct this amount from
fixed liabilities. In effect, then, after the sinking fund payment had
been made, you would replace this amount in fixed liabilities and
would in the next annual balance sheet put a new amount ( although
presumably the same figure) in the current liability classification. I
do not see why an item should be converted from a current liability
to a fixed liability when there has been no change in maturity of
the debt.”
Our Opinion
We replied as follows:
The accounting treatment of prospective payments to be made to
a trustee in conformity with bond sinking fund provisions contained
in indentures is admittedly not so well settled as some other account
ing treatments. However, following upon this criticism, reconsidera
tion of the answer published in the column leaves us still convinced
of its soundness. Basically, our position is that a prospective pay
ment to be made to a trustee within the year or the operating cycle
is no less a current liability than any other debt or obligation “pay
ment of which is reasonably expected to require the use (within the
period) of existing resources properly classifiable as current assets
. .." It is true some accountants are satisfied if the amount of sink191

Financial Statement Presentation and Disclosures

ing fund installments due within the forthcoming year or cycle is
indicated either in a note to the financial statements or parentheti
cally in the description of the bond issue. However, our own view,
which we believe is shared by many other accountants, is that if the
prospective sinking fund payments are material in amount and, by
the terms of the bond indenture, are mandatory, provision therefor
should be included among the current liabilities—unless, of course,
the company has already set aside and segregated from current
assets sufficient funds or securities to take care of the prospective
payments.
You will note that we make no qualifications with respect to
whether the bonds are to mature all at one time or whether the
bonds are to mature serially. It does not seem to us to be relevant
to emphasize any such distinction. Our only qualifications are that
the amounts involved are material and that payments to the sinking
fund trustee are mandatory and irrevocable when made.
Even if one were to grant that the accounting treatment should
differ depending upon whether the bonds matured serially or all at
one time, it seems to us your answer involves an unwarranted as
sumption when it states that “no part of the bonds matures within
one year.” The question itself does not indicate anything one way
or the other with respect to maturity. The very purpose of the
payments to the trustee might well be to enable him to retire certain
bonds serially, by lot, or to purchase bonds in the open market. For
that matter, we believe the more common sinking fund arrange
ment calls for a trustee’s regular use of fund money to acquire out
standing bonds by call, or otherwise.
Your answer also states that “the payment, when it reaches the
sinking fund, will still be beneficially owned by the corporation.”
Although this statement involves a legal and not an accounting
question, it would seem to us that the corporation’s payments to
the trustee per its covenant in the indenture would usually be
irrevocable and that the “beneficial interest” would be in the bond
holders.
W e believe the last paragraph in your letter is answered somewhat
by the last two paragraphs in the previously published answer.
Nevertheless, we think the position you set forth in your last para
graph is well taken. However, from a logical standpoint, it seems
to us, the necessity, if it exists, of transferring the amount previously
shown as a current liability back to fixed liabilities once payment
to the sinking fund trustee is made, may be cured in some instances
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by showing the entire amount of the sinking fund as a deduction
from the outstanding bonds. The more generally accepted view,
even when the fund is entirely outside the company’s control, has
been to show at least the portion of the sinking fund not actually
used to buy in the company’s bonds as an asset segregated from the
current assets. Nevertheless, showing the entire sinking fund as a
deduction from the outstanding bonds would seem to be a sound
procedure where indenture provisions for retiring bonds by pay
ments to a trustee are such that the issuing corporation is relieved
of all further liability to the extent that deposits are actually made
with the trustee. And it is our understanding that in an increasing
number of instances, especially since the bank closings of 1933, trust
indentures include such an express provision. In any event, even in
the absence of deducting the sinking fund from the outstanding
bonds, most situations would not call for eliminating the current
liability and returning it to the fixed liability account as soon as a
specific payment to the trustee is made, since a current liability for
a similar succeeding payment would have to be recognized im
mediately.
Perhaps we should conclude by saying that the objective of setting
up a current liability at any statement date whenever a payment to
a trustee must be made within the forthcoming year or the operating
cycle, is to reflect an incumbrance or limitation upon the current
assets. The fact that it may be recurring or continuous does not, it
seems to us, alter the principle, which appears to be clearly within
the intent of chapter 3(a) Accounting Research Bulletin No. 43.

Classification by Oil Companies of
Materials, Supplies, and Equipment

A correspondent writes us as follows:
“The larger part of our clientele are oil producing and refining
companies in the midcontinent area of the United States,” writes a
reader. “W e would like to submit for your comment and considera
tion a problem with regard to classification of a specific item in the
balance sheet of oil producing and refining companies at the end
of their fiscal years.
“The oil producing companies purchase large quantities of mate
rials, supplies, and equipment in order to have these items in their
own warehouse when needed and to take advantage of quantity dis193
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counts. These items constitute from 0 to 25 per cent of the com
panies’ total current assets and consist of materials and supplies to
be used to drill oil wells, which are expense items, and to equip the
wells for production, such as derricks, tanks, engines, etc. Approxi
mately 90 per cent of the companies enter into joint venture agree
ments with other oil companies for the drilling and equipping of
oil wells. The company operating the property will naturally bill the
other joint venture owners for their interest in all these items when
they are used; their own costs will be charged to intangible expense
and equipment.
“In substance the materials, supplies, and equipment will move
from inventories in the current asset section of the balance sheet to
accounts receivable, under current assets, to intangible expense and
equipment, and to the fixed asset section. In the case of most of our
clients, the intangible items are charged to profit and loss for the
year.
“It is realized that most large oil companies normally classify the
materials, supplies, and equipment as inventories within the current
asset section of the balance sheet. However, we would like to have
your considered opinion on this subject, that is, whether materials,
supplies, and equipment should appear on the balance sheet as
current assets or fixed assets.
“The same problem to some extent presents itself in statements for
refineries—however, they do not normally have a joint venture
owner. They do purchase large quantities of equipment for use on
the refineries such as bubble towers, condensers, hot oil pumps, and
stills to be used in the refineries. These items will move from the
current asset section of the balance sheet to the fixed asset section
when they are used. W e would also like to have your opinion on
the treatment of these refinery items.”
Our Opinion
We replied to this inquiry as follows:
The uniform system of accounts for the oil industry classifies
“materials and supplies” as inventory under current assets. This cap
tion includes “stocks of materials and supplies in warehouses and
shops, and other general stocks, also materials and supplies in
transit for which payment has been made prior to receipt.”
As you have suggested in your letter, the published reports of the
large oil companies which we have examined all show materials
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and supplies as current assets. At least one of these has indicated
that construction materials were included under such a heading.
In chapter 4 of Accounting Research Bulletin Number 43, dealing
with the subject of “Inventory Pricing,” the Institute committee on
accounting procedure stated: “This definition of inventories excludes
long-term assets subject to depreciation accounting, or goods which,
when put into use, will be so classified. . . . Raw materials and
supplies purchased for production may be used or consumed for
the construction of long-term assets or other purposes not related
to production, but the fact that inventory items representing a small
portion of the total may not be absorbed ultimately in the produc
tion process does not require separate classification. By trade prac
tice, operating materials and supplies of certain types of companies
such as oil producers are usually treated as inventory. ’
In the case of companies that enter into joint drilling ventures,
we would assume the other parties to the joint venture would
reimburse the one who was doing the drilling at an early date.
Accordingly, whatever portion of the materials and supplies are to
be charged to others would appear to be appropriately treated as
current assets under such circumstances. Where companies write
off their drilling costs as current expenses, the materials and sup
plies relating to the drilling would seem to fall in the same category
as operating materials and supplies.
The net result of the foregoing appears to be that it is generally
accepted accounting practice for oil producing companies to report
materials and supplies in the current asset section of the balance
sheet, and that our committee on accounting procedure has given
implied approval to that practice, at least when such items as will
eventually be capitalized constitute only “a small portion of the
total” of materials and supplies. However, it seems to us that in
cases in which there are relatively large quantities of materials and
supplies that are to enter into the drilling of oil wells and are not
to be billed to others, particularly if the company capitalizes drilling
costs, it would be desirable to remove them from the current assets
section. As to items such as tanks and engines to be used to equip
wells for production, if they amount to substantial sums in relation
to the other materials and supplies in the balance sheet, our view
is that they should be excluded from the current assets section;
they will be part of the cost of fixed property as soon as they are
taken out of stock.
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Should Merchandise in Transit
Be Included in Inventory?

W e have been asked to comment on the following problem:
“It has been my personal experience that ‘Merchandise in Transit’
is a negligible factor except in the case of wholesalers. We have
always followed the practice of including ‘Merchandise in Transit’
as an item of inventory, although it is usually earmarked as such
under the inventory caption, and we have followed the practice of
including the liability therefor as a part of the current Accounts
Payable section. To one of our clients operating about 18 whole
sale grocery units, our treatment of ‘Merchandise in Transit’ has
been a continuing irritant. They have taken us to task with this
subject again as a result of the annual report of Consolidated Grocers
Corporation. Footnote 1 to the report for June 30, 1947, reads: ‘In
accordance with the corporation’s practice, the inventories and ac
counts payable do not include merchandise in transit, as such mer
chandise represents but a few days’ normal requirements and the
exclusion thereof does not materially affect the current position of
the corporation.’ Our client has repeatedly asked us to cover the
subject by balance-sheet footnote stating the dollar amount in
volved. W e will greatly appreciate your views on this subject.”
Our Opinion
You ask for an expression of our views as to whether inbound
“merchandise in transit,” especially in the wholesale grocery busi
ness, should be included in inventories and whether the item should
be separately captioned in the balance sheet.
It is our understanding that passing of title is the usual criterion
for determining what items should be included in inventory. In
other words, if merchandise in transit is the property of the pur
chaser and he has become liable for its cost, it would generally be
included in the inventory and the liability for payment would be
recorded among the payables. In most cases title is considered to
have passed, for accounting purposes, when the goods have been
delivered to the common carrier. This rule would not hold, however,
if under the terms of the purchase contract, title clearly passes at
some other time as, for example, when the goods are shipped f.o.b.
the purchaser.
Some objection to taking goods in transit into the inventory has
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been made on the grounds that it is impracticable to include them
until they have been received and accepted. W e believe this argu
ment would not be very strong in most cases, however, since the
goods will usually have been received and checked before the
financial statements are prepared and issued. In general, passing of
title would seem to be the important criterion. Some feel there is
not much reason for argument either way unless the amount of the
in-transit items is material. Our preference would be to follow a
policy of including them in the inventory consistently from year to
year, unless they were of an insignificant amount.
W e are not sufficiently familiar with trade practices among whole
sale grocers to judge the procedure adopted by Consolidated Grocers
Corporation. It seems, however, that the considerations governing
the accounting treatment of merchandise in transit would be much
the same for a wholesale grocer as for any other business. In the
absence of any general trade practice to the contrary, therefore, it
appears that the usual criterion, passing of title, should be used.
We find that views regarding the reporting of the merchandisein-transit item are somewhat conflicting. Some feel that it should be
included in the inventory figure without separate classification.
Others are of the opinion that the item should be shown separately
if it is substantial in amount. Some of the latter would even consider
that it might in some instances be desirable to indicate in a foot
note the amount of merchandise in transit, title to which has not
passed to the purchaser. Probably the practice of showing the item
separately resulted from resistance years ago to including the item
in inventory at all. It was at first customary to handle the item by
footnote. Then, as views on the question crystallized, it was in
cluded as a separate item under inventory. Today we believe the
practice of including it in inventory is so widely accepted that ear
marking of the item is not necessary as a general rule.
The most important consideration in this phase of the question, as
in many other questions, is whether such information would be of
significance to the users of the financial statements. Where, as may
frequently be the case with wholesalers, the inventory is reported in
one figure, disclosure of merchandise in transit would probably be
of little value. On the other hand, where inventory is classified on
the balance sheet according to the nature of its component parts,
disclosure of substantial amounts of such merchandise might be
worthwhile.
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Tax Liability in Interim Statements

A reader submitted the following problem:
“W e have analyzed very thoroughly chapter 3(a) Accounting Re
search Bulletin Number 43 with respect to current assets and cur
rent liabilities. With respect thereto, some question has developed
among the members of our staff regarding the propriety of reflecting
estimated income-tax liabilities in the current liability classification
in the preparation of interim statements. It is believed that chapter
3(a) deals entirely with year-end statements. In this regard we have
no difference of opinion and are in accord with the recommended
presentation. However, it would seem that because of the fact that
the income-tax liability which appears to be real at June 30th could
be entirely eliminated by December 31st, it would be better practice
to show the estimated liability as a reserve and reflect it on the
balance sheet under the caption of reserves. If this were done it
would seem to follow that the income-tax deduction should be
shown as a charge to surplus instead of as a charge against income
appearing on the income statement.”
Our Opinion
Although chapter 3(a) does not specifically say so, it is our opin
ion that the committee on accounting procedure meant the basic
principles to apply to both interim and year-end balance sheets. It
will be observed that the chapter, in making constant reference to
the year or to the operating cycle, is speaking in terms of the year
or operating cycle following the balance-sheet date.
It is our personal opinion that an interim balance sheet should
reflect the estimated income-tax liability in the current liability
classification, and the corresponding charge, as is customary, should
be deducted in arriving at net income for the interim period. We
can readily understand your viewpoint in wanting to look upon an
interim accrual under certain circumstances as more nearly approxi
mating a contingent liability. This view would seem to have some
force in a case where knowledge of past and present business condi
tions, both seasonal and cyclical, provides a reliable basis for be
lieving that a loss will be experienced in a succeeding interim
period. In such a case, tax liability accrued in connection with
profits shown in an interim period might never materialize.
Nevertheless, it seems to us that income taxes necessarily ac
company profits and any statement showing income is incomplete
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unless the income-tax burden related to that income is shown as a
charge against it. If the tax is subsequently reduced or eliminated
by losses in the later part of the year, the reduction is attributable
to the period of the losses. Furthermore, it seems that the conven
tion of conservatism in accounting would clearly support the setting
up of such a provision. If for any reason such a provision is not
made, we believe an appropriate explanation should be given as to
why it has not been made.
Accordingly, we would suggest the following treatments we also
believe represent the procedures most generally followed:
1. Where a profit is experienced in the first half year which would
be subject to a low bracket tax rate but where it is estimated that
additional profit in the second half year will subject the company’s
total profits for the year to a tax at a higher bracket rate, then the
tax computation on the first half year’s income ordinarily should be
based on the latter rate;
2. Where a profit is experienced in the first half year and it is
estimated that losses in the succeeding half year will either partially
or completely offset the initial period’s profit, the tax on such profit
generally should be computed at the applicable rate without regard
to such anticipated losses;
3. Where a loss is experienced in the first half year and a profit
which will more than offset such loss is anticipated in the succeeding
half year, no negative tax provision to the extent of the anticipated
tax benefit due to the loss should be made in the initial period; and
4. In a situation where a company has experienced a loss in the
first half year and a claim for tax refund arising out of a "carryback”
will be available if it finishes its fiscal year with a loss, there may
be no objection to reducing the interim loss by the lesser of the
benefits which would result from either (a) the use of the loss to
offset subsequent profits in the current year or (b) its carryback
into a prior year by way of claim for refund.
Furthermore, we suggest that where interim statements are con
cerned, a footnote to the statements clearly calling attention to the
tentative or estimated nature of the income-tax accrual, and pos
sibly to the considerations entering into the estimate, would seem to
be in order.
Where certain reasonably predictable contingencies have not
been allowed to influence the interim period tax estimate, it may
be prudent to mention them.
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Balance-Sheet Presentation of Notes
Payable of an Oil Producer

A reader raises the following interesting question which deals
with a vital aspect of chapter 3(a) of Accounting Research Bulletin
Number 43: 1
“The conventional rule for classifying current assets and current
liabilities (realization or maturity within one year from the date of
the balance sheet), when applied to the financial statements of an
oil producer, frequently produces a result that is not in accord with
the apparent theory of these classifications and of working capital
as set out in Accounting Research Bulletin Number 30. This bulletin
states that ‘working capital . . . is represented by the excess of cur
rent assets over current liabilities and identifies the relatively liquid
portion of total enterprise capital which constitutes a margin or
buffer for meeting obligations to be incurred and liquidated within
the ordinary operating cycle of the business.' The next sentence
speaks of the value of this figure of working capital in statement
analysis ‘if the presentation of current assets and liabilities is made
logical and mutually consistent.' Furthermore, in paragraph 7 this
bulletin states that ‘the term current liabilities is used principally
to identify and designate debts or obligations, the liquidation or
payment of which is reasonably expected to require the use of
existing resources properly classifiable as current assets.'
“From these quotations it would appear that the basic thought in
the classification of current assets and liabilities is that the liabilities
will be paid from current assets, and that these are the assets that
will be used to liquidate the liabilities.
“In the case of manufacturing or mercantile businesses which
generally have sizable inventories and accounts receivable which
require some months to reduce to cash, the conventional rule of
one year appears a satisfactory standard. However, when this rule
is applied in the preparation of the financial statement of an oil
producer, the result is frequently at variance with the principles
stated in Bulletin Number 30. The following situation is typical.
“A producer has a lease or leases which are largely developed,
and from which the production is established. Petroleum engineers
and geologists can estimate with reasonable accuracy the amount of
oil that will be produced from them in the future and the net
amount of money that will be realized from them, the last estimate,
1 Formerly Accounting Research Bulletin Number 30.
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of course, being based on presumed selling prices and operating
costs. However, these estimates are considered accurate enough for
banks and insurance companies to loan money on them. In fact,
many of these institutions have their own valuation engineers and
loans have been made in some cases in the amount of several mil
lion dollars.
"The customary procedure is for the lender to take a deed of trust
to the producing properties and an assignment of the proceeds of
the sale of the oil from them. The terms of these loans usually
provide for payment monthly of a certain amount or certain pro
portion of the oil sold, the producer being allowed sufficient funds
from his revenues to pay his operating expenses.
"Applying the conventional rule of one year, the balance sheet of
a typical producer might look something like this:

Assets
Current assets:
Cash
$ 10,000
Accounts receivable for
oil sales (these will be
collected probably
within 15 days)
50,000

Liabilities
Current liabilities:
Accounts payable and
accrued expenses
Notes payable (12
monthly payments of
$30,000)

200,000
$260,000

360,000
$380,000

$ 60,000
Producing leases—at cost
less reserves

$ 20,000

Capital (deficit)

(120,000)
$260,000

“In this example it has been presumed that the producer has
borrowed $360,000 payable in twelve monthly installments of $30,
000 each, and that he has assigned his producing properties which
are valued at considerably in excess of their cost (and the amount
of the loan) as security. In this example and in actual practice,
what happened to the proceeds of the loan raises interesting ques
tions, but ones which have no bearing on this question.
"But whatever happened to the proceeds of the loan, neither the
lender nor the producer considers that he has a deficit in working
capital of $320,000 or that he has an unfavorable ratio of 6 to 1, or
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that in this case the term current liabilities is used to identify or
designate debts, the payment of which is expected to be made from
assets classified as current assets. Both of them know that except
for one payment the note will be liquidated from oil, the cost of
which is included in ‘producing leases,' not from current assets.
"If this oil in the ground were produced and stored in tanks, there
would be no objection to showing the cost or even the market value
as a current asset. It has therefore been suggested that in the cir
cumstances outlined above, the net proceeds from the sale of the
allowable production for one year be included in current assets as
an inventory item, the oil in the ground being regarded as in storage
there, rather than in tanks on the surface. However, if this were
done and priced on a cost basis, it would generally make little
difference in the ratio of current assets and liabilities and would
present problems of depletion before production and depreciation
before use. If priced on the basis of market, the comparison of assets
and liabilities would become consistent, but the principle of not
anticipating profit before sale would be violated.
"The solution of this inconsistent presentation is suggested in the
last sentence of paragraph 5 of Bulletin Number 30, which states that
‘where the period of the operating cycle is in excess of twelve
months . . . the longer period should be used.' If a longer period
for current assets, why not a shorter period for current liabilities?
Would it not be more in keeping with the facts to show as a current
liability in the producer’s balance sheet only one month’s payment,
which will be paid from the accounts receivable included in current
assets, and to show as a non-current liability, with sufficient ex
planation and possibly in a separate classification from liabilities
maturing after one year, the payments that will be made from
future production?
“In other types of operations, especially service businesses, which
have no inventories or accounts receivable, current liabilities are
frequently in excess of current assets, and credit grantors realize
that the maturing payments of the last eleven months of the coming
year will be paid from expected profits during those months. How
ever, in these cases the loans will be repaid from the profits to be
earned from the use of fixed assets, while the debts of the producer
are to be paid from the liquidation of assets classified as not cur
rent. It would seem, therefore, that the liabilities themselves should
be correspondingly classified as not current.”
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Our Opinion
In our opinion, the views expressed above not only have the
merit of clear expression but also that of being definitely on the
right track.
The following statement in chapter 3(a) of Accounting Research
Bulletin Number 43 adds considerable weight to our correspondent’s
comments: “When the amounts of the periodic payments of an
obligation are, by contract, measured by current transactions, as for
example by rents or revenues received in the case of equipment
trust certificates or by the depletion of natural resources in the case
of property obligations, the portion of the total obligation to be
included as a current liability should be that representing the
amount accrued at the balance-sheet date.” Evidently this statement
was intended to cover a case in which a purchase money mortgage
providing for periodic payments was given in connection with the
acquisition of property. It seems to us the same principle should
likewise apply in the case of any debt, the prospective liquidation
of which is to be based on or related to the depletion of, or proceeds
from, mineral, timber, or oil properties.
Nowhere to our knowledge has the general problem raised by
our correspondent been dealt with as cogently as in Anson Herrick’s
article, “Current Assets and Liabilities” (The Journal of Accountancy,
January 1944). The following passage therefrom is well worth repeat
ing: “Present practices in stating accrued expenses and funded-debtredemption installments are particularly inconsistent. Accrued
interest, rent, and other similar contractual obligations are required
to be stated as liabilities only in the proportion of the future pay
ments which have ratably accrued. On the other hand, it is the
general practice to require current classification of the total of all
redemption installments due within a year. Such a practice, in many
cases, is no more logical than one which would require the inclusion
as a liability of the total interest to be paid during the following
year. This becomes particularly clear where the retirement install
ments are contemplated to be met out of funds realized through
depreciation or depletion. In such instances the inclusion in current
liabilities of all debt redemption installments due within a year is
wholly unwarranted. It is the equivalent of including as a current
liability the indebtedness for merchandise, while excluding the
merchandise itself from the current asset category.
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“Operating profit, and the realization upon capital assets through
depreciation and depletion, produce current assets and so much of
such assets as equal the accrued interest and redemption install
ments should be considered as earmarked against such require
ments. Accrued interest and accrued redemption installments should
be treated in the same way. The part of the redemption payment
which has ratably accrued to the statement date, like that of interest,
constitutes the current liability—to include more, clearly reduces
incorrectly the working capital.”
Should V-Loans Be Offset on Balance-Sheet
Against Government Accounts Receivable?

“In connection with an audit which we are conducting,” an ac
counting firm writes, “advice is requested as to the treatment that
could be accorded the liability for a V-loan on the balance sheet.
“For example, this company has accounts receivable and in
ventories totaling $1,000,000 from government contracts which have
been pledged as security for a V-loan in the amount of $750,000. It
is the desire of this company to offset this V-loan against the ac
counts receivable and inventories on the current-asset side of the
balance sheet resulting in net assets of $250,000, instead of reporting
the V-loan as a current liability and the total amount of the receiv
ables and inventories as a current asset. This might be similar to the
treatment accorded the liability for federal income taxes under
Accounting Research Bulletin Number 14, i.e., offsetting in the cur
rent liability section of the balance sheet the amount of U.S. Treas
ury Tax Notes acquired for the purpose of meeting the federal
income-tax liability. It appears that the only effect this treatment
of the V-loan would have would be to improve the current ratio of
the company.
“In reviewing the research department’s recent publication Ac
counting Trends, we have not been able to find authority for re
flecting V-loans in this manner. Is it possible that companies may be
treating such loans in this manner since the release of that publica
tion?”
Our Opinion
In reply to the accounting firm’s question, it should be pointed out
that Accounting Trends and Techniques is a report of practices
actually followed by companies included in the sample upon which
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the study is based. The mere fact that a particular procedure has
been most commonly followed by the companies included in the
study does not mean that it is supported by the American Institute
of Certified Public Accountants or any of its committees. Indeed,
in some cases it actually may be completely contrary to their views.
However, in our studies of corporate reports, we have found no
cases in which there has been any offset of V-loans against govern
ment contract accounts receivable and inventories pledged as
security for the loans. We have found numerous cases in which the
situation existed, but there was no offsetting in the financial state
ments.
It is our belief that the general feeling is that there should be no
offset of such amounts. It is a general rule of accounting that the
offsetting of assets against liabilities in the balance sheet is im
proper except where a right of legal setoff exists, and there is no
such setoff in the case in question. Though the government may
guarantee the V-loan, the obligation is to the bank and not to the
government.
It should be emphasized that, in approving the offsetting of tax
notes against federal income-tax liability in Accounting Research
Bulletin Number 43, chapter 3(b),1 the committee stated positively
that it was not in any way relaxing or modifying the general rule
against offsetting. It merely recognized that this procedure was per
missible because of the peculiar circumstances attendant upon the
purchase of those particular notes. It is clear from a reading of
the bulletin that the committee’s intention was to limit definitely the
practice of offsetting to the case described.
Current or Noncurrent,
That Is the Question

“In connection with an audit of one of our clients,” writes a cor
respondent, “we would appreciate your thinking as to proper
balance-sheet presentation of two items.
“ 1. Should a bank loan which is secured by the cash surrender
value of a life insurance policy be shown as a current liability or
deducted from the asset? This bank loan which is due within three
months of the balance-sheet date has been in existence for four or
five years even though the loan is of a short maturity. It is the
intent of both the company and the bank to renew the loan in1 Formerly Accounting Research Bulletin Num ber 14.
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definitely. This is not a direct loan from the insurance company
principally due to the fact that the interest rate with the bank is
considerably less than the interest rate of the insurance company.
It is not intended in either treatment to show the cash-surrender
value as a current asset.
“2. Should debenture bonds as described be shown as a current
liability or as a long-term liability? The company over a period of
years has been offering to officers and employees the right to pur
chase debenture bonds with a 5 per cent interest rate. The holder
of such bonds has the right to demand redemption at any time
after two years from date of issue. From time to time in the past,
certain bonuses have been paid to employees with debenture
bonds carrying the same terms.
“All of the bonds will have had an issued status for two years
within one year of the balance-sheet date, giving employee-holders
the right to demand redemption at any time.
“Over the past ten years of bond issuance, bonds redeemed
amounted to less than 5 per cent of total bonds outstanding. We
have received a letter from the management which indicates they
have been informally informed that it is not the intent of the
employee-holders to have the bonds redeemed within a year from
balance-sheet date. It is, of course, understood that a balance-sheet
footnote will state all facts regardless of treatment.”
Our Opinion
1. Accounting Research Bulletin Number 43 (footnote 3, p. 22)
states the following: “Loans accompanied by pledge of life insurance
policies would be classified as current liabilities when, by their terms
or by intent, they are to be repaid within twelve months.” [Italics
ours.] In the case described, it appears that the terms as to due
date are of only nominal importance, and that there is no reasonable
expectation or intent to liquidate the loan through the “use of
existing resources properly classifiable as current assets” (ARB 43,
p. 21). Also, on page 22 of this Bulletin it is stated that “The current
liability classification . . . is not intended to include a contractual
obligation falling due at an early date which is expected to be
refunded. . . .” It would seem that “intent to renew or extend” may
fairly well be equated with “intent to refund.”
Accordingly, in our opinion, the bank loan may be shown as a
noncurrent liability. We do not believe the loan should be deducted
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from the asset because of the general accounting presumption
against offsetting assets and liabilities in the balance sheet. A foot
note keyed to both asset and liability should make it clear that
whether or not the loan must be liquidated at the nominal due
date remains at the bank’s discretion, but that the parties’ present
intentions are “to renew the loan indefinitely.”
2. It is also our opinion that the debenture bonds as described
may properly be shown as a noncurrent liability. Although the fact
is not expressly stated, presumably the debentures have fixed and
determinable due dates which occur more than twelve months after
the balance-sheet date. Thus, in any event, the company’s liability
is an actual one. Moreover, the time of payment may be accelerated
by the holders of the bonds because, under the terms of their con
tract with the company, they now have the right to demand re
demption. Nevertheless, although the company must stand ready
to redeem, if past experience may be taken as a criterion, the pros
pect of its having to redeem any substantial amount of debentures
in the forthcoming twelve months is highly unlikely. Accordingly,
we believe these expectancies should govern the classification. Al
though ultimate liability (beyond the twelve-month period) is defi
nite, immediate liability to pay a substantial amount (within the
twelve-month period) is contingent on the holders’ wholesale
exercise of their options to demand redemption. The latter is stated
to be only a remote possibility.
Under the circumstances, we believe noncurrent classification of
the bonds would be appropriate. A balance-sheet footnote, of course,
should describe the facts with respect to the company’s contingent
obligation to redeem the debentures within the next year.

Balance-Sheet Treatment of Note Payable
In Common Stock of Debtor Corporation

“I would appreciate it if you could give me some suggestions as
to the balance-sheet presentation of the following situation,” says a
reader. “Corporation X acquires $100,000 of fixed assets from an
individual and gives him in exchange $75,000 in cash and a note for
$25,000 which is payable only in common stock of Corporation X,
at the rate of $5,000 of such stock each succeeding year.
“A local banker feels that the note of $25,000 should be shown in
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the capital section of the balance sheet. I contend that the current
portion of the note should be shown as a current liability and the
remainder as a long-term liability, in spite of the fact that liquida
tion of the liability can only be made with the company’s common
stock.’’
Our Opinion
W e believe no part of the note should be shown among the cur
rent liabilities. To support this position we would like to cite chapter
3(a) of Accounting Research Bulletin Number 43. In it the commit
tee on accounting procedure stated that "the term current liabilities
is used principally to identify and designate debts or obligations,
whose liquidation is reasonably expected to require the use of
existing resources properly classifiable as current assets. . . .” In
another place in the same chapter, it is stated that the current
liability classification "is not intended to include a contractual
obligation falling due at an early date which is expected to be
refunded, or debts to be liquidated by funds which have been
accumulated in accounts of a type not properly classified as current
assets. . . .”
The question thus becomes one of deciding whether the note
should be shown (1 ) between the current liability and capital sec
tions of the balance sheet, or (2) within the capital section. The
legal status of this note is, of course, a matter of primary importance.
If the holder of the note, in case of liquidation, would rank among
the creditors, we believe it should be treated as a liability. How
ever, if, as we surmise, he would legally occupy the same position
as the common stockholders, it seems clear that the note would
properly belong in the capital section.
The transaction has some of the earmarks of a subscription to
the stock and acceptance by the company, with only delivery of the
certificates representing the shares being deferred. If this interpreta
tion is valid legally, it would appear that the note should be in
cluded in the capital section as is customary in the case of stock
subscribed. In that case, if the amount is significant, a footnote to
the statements should describe the nature of the transaction and
indicate the number of shares reserved for future issuance in ac
cordance with the terms of the agreement. While we do not consider
it necessary to mention the note in the heading of the capital section
of the balance sheet if this procedure is followed, some suitable
caption, such as “Capital, and Note Payable in Stock,” could be used.
208

CURRENT ASSETS AND LIABILITIES

Insurance Premiums Financed
Through Bank

“Recently one of my clients purchased five-year insurance poli
cies,” writes a correspondent, “and financed the premiums through
a bank. Although the client is primarily liable for the amount bor
rowed, the return premiums have been assigned to the bank, and
inasmuch as they are always equal to or larger than the balance due
on the note, he feels that this liability to the bank should not be
shown on the balance sheet.
“I contacted an official of the bank, who stated that he did not
feel that this liability should be shown on the client’s balance sheet;
and in the bank confirmation, no mention whatsoever was made of
this liability.
“I would like to have your opinion on whether this obligation
should be considered as a direct or contingent liability of the client,
and if a contingent liability, I would appreciate advice as to what
comment should be made on the balance sheet, if any.”
Our Opinion
The obligation for which the client is primarily liable to the bank
is a direct and not a contingent liability of the client and should be
reflected on the client’s balance sheet as such.
This is a type of arrangement often referred to as a Stevens Plan
arrangement. It usually includes such security provisions as ( 1 ) that
the borrower must make sufficient down payment and the install
ment payment requirements be such that the short-rate-return
premium on surrender of the policy or policies is, at all times, more
than sufficient to pay the principal and interest owing to the financ
ing institution; and (2) that the borrower execute a note and assign
ment authorizing the financing institution to pay the specified
premiums, collect and return premiums due, cancel the policies ten
days after default, and collect unearned premiums that may be due.
These security provisions, however, do not alter the fact that
there is a loan obligation. The bank has loaned money to the client,
the latter has signed a note, and he has a direct obligation to repay
the amount borrowed. From the standpoint of generally accepted
accounting principles, the fact that an asset is pledged or assigned
as security for a debt does not change its essential status as an asset;
similarly, the fact that a loan obligation is fully secured or collateral
ized does not make it any less a liability of the accounting entity.
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In our opinion, both the failure of the bank confirmation to men
tion the item as a liability, and the opinion of the banker that this
liability should not be shown on the client’s balance sheet, are
irrelevant. They just made the CPA’s job harder.

Classifying Borrowings Under "RevolvingCredit" Agreements on the Balance Sheet

A controller of a prominent corporation addressed the following
letter to us as well as to a member of the Institute committee on
accounting procedure:
"A great deal of corporate financing is currently being done by
so-called ‘revolving-credit’ agreements, under which a bank agrees
to lend a company any amount up to a specified limit at any time
within a specified period and to accept repayments of outstanding
loans at any time during this period. For this privilege the borrow
ing company pays a ‘commitment fee’ on any unused balance of the
credit, in addition to interest at the agreed rate on outstanding
loans. This type of financing seems particularly adapted to this
defense emergency period, when many companies have had to look
for capital to finance a rapid expansion in production, without being
able to forecast accurately the duration of the need for these addi
tional funds.
“Many of these revolving-credit agreements extend for a period
of three years or even longer. In some cases the borrowings under
the agreement are evidenced by notes written so as to fall due on
the date of expiration of the agreement, while in other cases the
notes are written for a shorter term—often ninety days—and are
renewable, sometimes at the option of the borrower and sometimes
in the discretion of the bank, as they fall due. In either case the
practical effect is the same; that is, the money is available to the
borrower for the period specified in the agreement, and there is no
obligation to make repayment during that period.
“The question submitted is: What criterion should be followed
in determining whether borrowings of this type should be classified
in the balance sheet as current or noncurrent liabilities?
“In Accounting Research Bulletin Number 30,1 on ‘Current Assets
and Current Liabilities—Working Capital,’ the following statement is
made in paragraph 7 as to the nature of current liabilities: ‘The term
1 Revised as chapter 3(a) of Accounting Research Bulletin Number 43.
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current liabilities is used principally to identify and designate debts
or obligations, the liquidation or payment of which is reasonably
expected to require the use of existing resources properly classifiable
as current assets or the creation of other current liabilities.’
“The following statement in paragraph 8 of the Bulletin is also
pertinent to the question at issue: ‘The [current liabilities] classifi
cation is not intended to include a contractual obligation falling due
at an early date which is expected to be refunded. . . .’
“These statements appear to make the classification of a liability as
current or noncurrent dependent on the expectation or intent of the
company as to its liquidation, rather than on an obligation to
liquidate. It would seem that this would be a difficult test to apply
to many liabilities even under normal conditions; certainly its ap
plication, under present conditions, to the type of borrowing under
discussion, would, in many cases, involve questions that cannot be
answered with any degree of certainty at the present time.
“As a practical matter, it is probably fair to say that the average
reader of a balance sheet considers current liabilities to be those
liabilities which the company is obligated to liquidate within a oneyear period. This is a rule that could be easily applied to borrowings
of the type under discussion. Under this rule the classification of
such borrowings would be the same, irrespective of the nominal due
dates of the notes evidencing the debt.
“The classification of borrowings of this type will have a marked
effect on the working capital position reported by many companies
at the end of 1952. The nature of the borrowings can, of course, be
made clear in an explanatory footnote to the balance sheet or in
comments in the president’s letter accompanying the published
annual report. The impression created by the balance sheet itself,
however, is of primary importance, and it seems desirable that the
procedure followed by public accountants in this respect be uniform
so far as possible.”
Committee Members Reply
In attempting to reconcile the passages quoted by our correspond
ent from Accounting Research Bulletin Number 30, the committee
member took a somewhat more elastic view of the balance-sheet
classification of these liabilities than we took in our reply. He ex
pressed his agreement with the view that if the bank is committed to
renew the ninety-day notes and has no right to demand payment
until expiration of the agreement (provided there is no default in
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other respects), then in substance, the loans run to the expiration
date of the agreement.
After emphasizing the difficulty of applying a set rule to the
classification of revolving-credit loans running for a term of years,
he stated it as his personal view that if the proceeds are used
primarily for the maintenance and development of the business of
the borrower and the transaction presupposes repayment out of
future anticipated earnings or long-term financing, the loans should
be given a noncurrent classification.
However, he continued, if the proceeds are used primarily to
carry inventory and receivables on special sales volume, such as
government contracts, and the transaction presupposes self-liquida
tion from the conversion of the build-up of receivables and inven
tories into cash by the end of the agreement, then the statement
quoted from paragraph 7 of Bulletin 30 would apply, and the
preferable procedure would be to include the loans in current
liabilities.
Our Opinion
These so-called “revolving-credit” agreements of the type referred
to are very difficult to classify. The mere fact that, for a stipulated
period of several years, the bank agrees, formally or informally, to
renew the notes as they fall due does not necessarily make the
obligation one which should be classified as noncurrent. The notes
being for a short term, it is obvious that the company will make a
new decision every ninety days as to whether to pay them off in
full, to pay them off in part, or to renew them. This in itself gives
a very strong coloration of current liabilities to these notes.
As we understand it, the money in the instant case is borrowed
for the purpose of financing current production under a rapidly
expanded production schedule due to the business resulting from
the defense emergency. This would seem to indicate that the type
of liability involved is one the “liquidation or payment of which is
reasonably expected to require the use of existing resources properly
classified as current assets.” If that is the case, it would, of course,
belong among the current liabilities.
The fact that the notes are renewable and may not be paid off for
more than a year does not seem too conclusive. The fact seems to
be that the business reasons which required the loan might very
quickly disappear with a change in the government’s program.
Furthermore, according to Accounting Research Bulletin Number
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30, the type of liabilities which are to be classified as noncurrent if
they run over one year are those incurred for purposes other than
“the acquisition of materials and supplies to be used in the produc
tion of goods or in providing services to be offered for sale.” Since
the notes in question do not fall in that category, the time element,
it seems to us, is not particularly pertinent to their classification.
While some argument might be made for treating these notes as
noncurrent on the grounds of ( a ) intent to renew them, and (b ) the
possible cyclical disposal and replacement of the current assets
without paying off the notes, it seems to us the weight of argument
is in favor of their being classified as current liabilities. In a case of
this kind, any doubts that might exist are such that they should
be resolved in favor of including the notes under the current lia
bilities, even if the weight of the argument were the other way.

Redemption of Preferred Stock
and Bonds Payable

W e have been asked by a correspondent to make recommenda
tions for presentation of the following facts in the balance sheet:
“A corporation makes a cash payment to a trustee, the corpora
tion’s agent, for the purpose of redeeming callable preferred stock
and bonds payable. It so happens at the balance-sheet date that
the stockholders and bondholders have not turned in their stocks
and bonds for redemption. The corporation is still liable to the
stockholders and bondholders at the balance sheet date even though
the corporation has paid the trustee, the disbursing agent, for the
redemption of these securities.”
Our Opinion
If, as you indicate, the corporation is still liable to the stockholders
and bondholders despite the fact that cash payments have been
made to the trustee, it seems to us that such cash, clearly earmarked
as being in the hands of the trustee, should be shown as an asset
on the balance sheet, with the liability for the stock and bonds
being shown among the liabilities. Whether or not such liabilities
should be considered as current would depend on when redemption
was expected to take place and where the asset is reported. We
assume that the liability to redeem the bonds and stock arises out
of the indenture provisions and the fact that a call has actually
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been made or must be made. If such liabilities are “current” due
to the fact that the corporation must stand ready to redeem within
a year or the operating cycle, whichever is longer, the amounts may
properly be transferred from the bonds payable and preferred stock
accounts respectively to the current liability section. However, if
the liabilities are not included among the current liabilities, the cash
deposited with the trustee should be reported outside of the current
asset section.
On the other hand, if the corporation had extinguished its lia
bility by payment to the trustee, and we understand that some bond
indentures make specific provision to that effect, no asset or liability
in connection with the amounts so redeemed should appear on the
corporation’s balance sheet.

Proceeds from Life Insurance

The opinions of two practitioners were obtained as to the follow
ing question:
“What is the proper accounting treatment in financial statements
of proceeds of life insurance policies collected by a corporation
upon the decease of the insured? Specifically, should the proceeds
be included in the statement of income, or in the statement of sur
plus? Would it be proper to credit capital surplus for proceeds
realized upon the decease of an executive who was not active in
the business at the time of his decease, having retired several years
prior thereto?”
answer no .

1 : T h e differences in v ie w p o in t am o n g accoun tan ts

as to w h a t constitu tes th e m o st p ra c tic a lly u sefu l c o n ce p t o f in com e
fo r th e y e a r w o u ld p erm it a c h o ic e in tre atm en t o f p ro ceed s o f life
insu ran ce p olicies c o lle c te d b y a corporation u p o n th e d e cease o f
th e insured. O n th e one h a n d th e “all-in clu siv e” ty p e o f incom e
sta te m en t w o u ld in clu d e th e insurance p ro ceed s in th e in com e state-
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m e n t u n d er th e c a p tio n “o th er in com e.” O n th e o th er h and , th e
acco u n tan ts w h o fa vo r an in com e sta tem en t p re p a re d on a “ cur
ren t o p era tin g p erform an ce” b asis w o u ld insist th a t th e life insurance
p ro ceed s b e reflected as a d irect cre d it to surplus. W e w o u ld favo r
th e in clu sion o f th e life insu ran ce p ro ceed s in th e in com e statem en t
for th e fu rth er reason th a t su ch p ro ceed s in effe ct represen t a gain
on a lo n g-term in vestm en t.
W it h r esp ect to th e seco n d p a rt o f th e qu estio n , w e do n o t b e lie v e
it w o u ld b e p ro per to c red it to c a p ita l surplus th e insurance p ro ceed s
w h ic h w e re r ea lize d on th e d e cease o f an ex e cu tiv e w h o h a d b ee n
retired for several years. T h e u n d e r ly in g c o n ce p t th a t a gain h a d b ee n
r e a lize d on a lo n g-term in ve stm en t w o u ld still b e a p p lic a b le in this
sp ec ia l situation, a n d th e c h a n g e from an a c tiv e to a retired status, in
our opin ion , w o u ld h a v e no b e a rin g on th e m atter.

answer no . 2: W it h referen ce to th e p ro ceed s o f life insurance

p olicies c o lle c te d b y a corporation u p o n th e d e ce a se o f th e insured,
if th e prem iu m s p a id on th ese p olicies h a v e b e e n ch a rg e d to th e
in com e ac co u n t, w e b e lie v e th a t th e p ro ceed s sh o u ld b e in clu d e d as
a sp ec ial c red it a t th e b o tto m o f th e in com e sta tem en t fo r th e yea r
in w h ic h th e insurance w a s co lle cte d .
In co n n ectio n w ith th e seco n d qu estion, it w o u ld a p p e a r th a t the
corporation h a d b e e n c a rry in g in surance (as an investm en t) on an
e x e c u tiv e w h o h a d n o t b e e n a c tiv e in th e business for several years
prior to his death . T h e excess o f p ro ceed s o ve r co st o f an in vestm en t
is u s u a lly carried into th e in com e accou n t, an d it w o u ld b e proper
to sh o w th e p ro ceed s o f th e in surance rea lize d on th e d e a th o f the
e x e c u tiv e as a sp ec ial cred it a t th e b o tto m o f th e in com e accoun t.

Our Opinion
On the basis of chapter 8 of Accounting Research Bulletin Num
ber 43, “Income and Earned Surplus,” we think the presumption is
that if the insurance proceeds are so material in relation to the com
pany’s net income that their inclusion in the determination of net
income would be likely to result in misleading inferences being
drawn, such proceeds should be credited to earned surplus. We wish
to point out, however, that management, under certain conditions,
has the right to dedicate portions of earned surplus to permanent
capital. Although it would in our opinion be improper to credit
insurance proceeds directly to capital surplus, such amounts might
eventually be lodged in permanent capital by a separate capitaliza
tion of earned surplus in the amount of the insurance proceeds.
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Income and Earned Surplus and the
Closely Held Corporation

“Chapter 8 of ARB 43 has given me some headaches in the past,”
writes a correspondent, “in view of the fact that my clients gen
erally are small, closely-held businesses and the owners want to see
all of their profit on the income statement. The same is true of the
bankers with whom I have talked, although they wanted such
items clearly designated. The question of earnings per share seldom
arises. As a consequence I have been showing extraordinary items
in a special section of the income statement as follows:
N et profits from current year ’s operations

xxx

E xtraordinary items of income and expense :

Income
Net proceeds from state o f __for lot and shop
building condemned in previous year
Expense
Settlement of suit on contract—Net settlement
including legal costs
N et loss attributable to prior year ’s operations

xxx

xxx
xxx

N et profit from current year ’s operations
AND OTHER SOURCES

XXX

“In order to get a more definite distinction between current opera
tions and extraordinary items, I am wondering if two statements on
the same page would be feasible. One of such statements would be
titled ‘Statement of Income and Expense and would show a final
figure for ‘Net Profits for Current Year’; the other would be titled
‘Statement of Income Including Extraordinary Items,' would begin
with ‘Net Profits for Current Year ( as above),' would add and deduct
the results of extraordinary transactions, and would end with the
‘Total of all profits transferred to retained earnings.' ”
Our Opinion
Our own reaction to this question is that chapter 8 of Accounting
Research Bulletin Number 43 has very little significance in the case
of a small, closely held business with respect to material extraordi
nary items where it is clear from the nature of the case that there
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will be no judgments made on the basis of a single figure of “net
income” or “earnings per share.”
On previous occasions we have expressed the opinion that the
committee on accounting procedure would not have issued the
original Bulletin Number 32 if it had not been for the large num
ber of people who base their judgments with respect to the ac
complishments of a corporation and decide whether to buy, hold,
or sell its securities on the strength of reports of a single figure
of net income or earnings per share. Where every person who is
interested in the company’s affairs sees a copy of the financial
statements before he makes any judgment with respect to it, and
does not rely on newspaper or investment service reports as to net
income or earnings per share to make his decisions, there is no
danger, it seems to us, of his being misled by having the amount of
extraordinary items referred to in chapter 8 included in the income
statement, provided they are clearly set out as extraordinary items.
Accordingly, either of the methods which you describe would
seem to be satisfactory in cases where the clients are closely-held
businesses, and all persons making decisions on the basis of the net
income in statements which you certify will do so only after seeing
the financial statements themselves. We would have no hesitancy
in the case of such a closely-held corporation to certify to state
ments set forth in either of those forms.
The proposal for two statements on the same page along the lines
suggested in your final paragraph strikes us as being quite practical.
Not only does it minimize the possibility of any mistake as to just
which figure represents the “net profits for the current year,” but
the title appended to the second statement would serve to highlight
its special nature.

Propriety of Using Dual
Standard in Reporting Income

‘W e have a client who purchases consumers’ conditional sales
contracts from dealers,” writes a correspondent. “Our client makes
a charge to these dealers normally referred to in the trade as a
‘discount,’ which represents the gross income to be earned by our
client.
‘I t is, of course, good accounting practice to take this discount
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into income over the life of the installment obligation, and there
are several methods in use to accomplish this result.
“The method selected by us is commonly referred to as the ‘invest
ment method’ wherein the amount of the discount to be included in
income is measured by the relationship of the monthly collections to
the outstanding receivables. We feel that this method has merit in
that it is conservative. It is geared to collections and therefore
automatically takes into effect delinquencies. It is used by many of
the large finance companies.
“The other well-known method is the ‘rule of 78,' which is nothing
more than the application of the sum of the digits, 78 being the sum
of the digits in a 12-month period. This method is widely used by
banks in their small-loan departments, and it has the advantage of
relating the income earned to the effective yield on the money
invested.
“When there is an expanding volume of business, the rule of 78
will result in the recognition of greater income than would result
from use of the investment method. Our client’s volume is rapidly
expanding, and he has had to avail himself of bank lines of credit.
The bank is currently using the rule of thumb whereby money ad
vances are based upon the client’s net worth. Our client, therefore,
has asked us to use the investment method for tax purposes and the
rule of 78 for books and statement purposes.
“We should appreciate your opinion on the following questions:
“1. Is the rule of 78 as applied to the aforementioned discount
charges an accepted method of accounting?
“2. May we continue to use the investment method for both book
and tax purposes, but issue a statement for bank purposes using the
rule of 78 (with full disclosure)?
“3. May we continue to use the investment method for tax pur
poses, but change to the rule of 78 for book purposes?”
Our Opinion
Both the “rule-of-78” method and the “investment” method of
determining the respective amounts of earned and unearned dis
count or interest at any balance-sheet date, are generally accepted
methods of accounting. The former method is also referred to as
the “time-money” or “ 12/78ths” or “sum-of-the-digits” method; the
investment method (where a finance company segregates earned
and unearned discount in the same ratio that total collections and
total note balances, respectively, bear to the total face amount of
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notes made) may sometimes be referred to as the “straight-line”
method.
Regarding our correspondent s second specific question, it is our
own personal opinion that if the client continues to use the invest
ment method for both book and tax purposes, it should not issue a
statement for bank purposes using the rule-of-78 method, even with
full disclosure. Basic justification ‘ of our position, we believe, is
found in the principle that representations in the financial state
ments must be in agreement with the underlying books and ac
counts of the reporting company.
It seems to us the most practical approach under the circum
stances would be to present the statements in the usual way, but
with a footnote disclosure of the method consistently used in arriv
ing at the amount of earned discount. The same footnote might also
point out the fact that among the generally accepted methods used
for such purpose, the client’s method produces the most conservative
results; that the company faces “altered conditions” in view of a
rapidly expanding volume of business; and that if under the cir
cumstances, the sum-of-the-digits method had been used in de
termining the amount of discount to be recognized as “earned,”
the effect thereof upon the net income for the period and upon the
net worth would have been an increase of X dollars. Not only would
the foregoing approach enable the client to present the relevant
facts formally, but also it would enable the independent accountant
to issue a clean, i.e., unqualified, certificate or report.
What has been stated above, of course, would not preclude the
client’s continuing to use the investment method for tax purposes,
but changing to the rule of 78 for book purposes, provided there is
no express requirement in the Code or regulations that the method
used for tax purposes must be in conformity with that used for
book purposes. If this latter course is adopted, however, an in
creased provision for taxes, i.e., for the deferred taxes allocable to
the additional income shown, should be made. Furthermore, the
independent accountant would have to mention the change in
accounting method and take an exception in his report as to con
sistency in the application of an accounting principle or practice,
setting forth the effects of such change upon the financial state
ments. The accountant may also want to state whether the change
does have his approval or does not have his approval (the latter
would probably be in a case where the client had no firm intention
to use the new method consistently thereafter).
The discussion at p. 51 of Generally Accepted Auditing Standards
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—Their Significance and Scope (American Institute of CPAs, 1954)
is quite pertinent in considering the question of consistency in this
situation and the implications of any particular course of action from
the standpoint of the audit report.

Profit-Sharing and General
Contingency Reserves

A recent letter inquires whether it is proper to deduct an “appro
priation of net profit to reserve for contingencies” in computing
“net profit” to be used as a basis for apportioning compensation to
officers in a profit-sharing agreement. No specific reference is made
in the agreement with respect to whether or not provisions for gen
eral contingency reserves should be eliminated from consideration
in the determination of net profit. The following reply, which in
corporates the pertinent facts involved in the original letter of
inquiry, outlines the major considerations:
Some bonus or profit-sharing agreements specifically state in the
contract how such items should be treated in computing compensa
tion due under the arrangement, but it is our understanding such is
not the case in the contract in question. Accordingly we assume that,
in determining whether the charges made to create a reserve for
contingencies are to be treated as deductions in computing the
income upon which the compensation of the officers should be based,
the decision would depend upon whether such charges are proper
deductions in arriving at the net income of the company for the year.
You state that the corporation, in presenting its annual statements
of income and profit and loss, reflected the charges for the creation
of and increase in the reserve for contingencies as follows:
Net profit for the year ended before deducting appropriation to
reserve for contingencies
Less: Appropriation of net profit to reserve for contingencies
Balance transferred to consolidated statement of surplus
A presentation such as the foregoing is generally recognized as one
of two appropriate methods for setting aside a portion of the ac
cumulated net profits of a company; it is comparable to and has the
same force and effects as if the charge had been made to surplus,
except that it is reflected as an appropriation from the net profits
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accumulated during the current year rather than from the net
profits accumulated but undistributed since the company’s inception.
The method of reporting the charges for the creation of this par
ticular “reserve for contingencies” as appropriations of net profit
was, in our opinion, in accordance with generally accepted account
ing principles, and we believe it would have been contrary to such
principles to have treated these charges as expenses or costs charge
able against current revenues and to have deducted them in cal
culating “net profit for the year.” This conclusion is based on the
statement made by the company to the Securities and Exchange
Commission describing its purpose for setting up the reserve. This
you have quoted as follows:
During the year ended June 30,___ , the company appropriated
a sum of $___ from net profits to the reserve for contingencies
which was provided to cover various postwar adjustments including
among other things plant modernization, domestic and foreign in
ventories, property losses, and unforeseen tax and abnormal foreignexchange adjustments.
It is a well-recognized accounting principle that reserves may not
be created for the purpose of equalizing income. When reserves are
created for general undetermined contingencies or for a wide variety
of indefinite possible future losses or when the amounts provided
are not determined on the basis of any reasonable estimates of costs
or losses, they can be construed to be devices for the equalization
of profits, and provisions for their creation or increase are not gen
erally considered to be appropriate charges in arriving at net profit.
The company’s description of the reserve here in question, in our
opinion, places it in this category.
Accordingly, it is our opinion that the appropriations of net profits
for the creation of or increase in the reserve described above would
properly be eliminated from the determination of net profit for the
year and should be excluded from consideration in determining the
compensation due officers in any profit-sharing arrangement under
which such compensation is required to be based upon “net profit”
or “net income.”
Moreover, although you have stated that none of the contingency
reserve has been used for any purpose whatsoever and you are not
aware of any reason why it should be, a further word is in order.
In our opinion, no charges for costs or losses should be made to the
reserve for contingencies, and no part of such reserve should be
transferred to income or be used in any manner to affect the de
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termination of net profit for any year. When the contingency reserve
or any portion thereof is no longer considered useful, it should be
restored to surplus either directly or through the income statement
after the determination of net profit for the year. In this manner
neither charges nor credits to the reserve for contingencies would
be allowed to affect the figure of net profit on which the compensa
tion of the officers participating in the profit-sharing arrangement is
based.

Criteria For Extraordinary Items

The following request for an expression of opinion on the subject
of “materiality’ was recently received. The subject matter of the
inquiry being of such an elusive nature, we doubted at first whether
any useful purpose would be served by generalization. We think it
hardly necessary to repeat that decisions on “materiality” cannot be
made in a vacuum or by the automatic invocation of general criteria.
Decisions on this point call for exercise of the accountant’s judg
ment in the light of each distinctive situation.
“On page 63 of Accounting Research Bulletin Number 43, the
statement is made that '. . . only extraordinary items . . . may
be excluded from the determination of net income for the year, and
they should be excluded when their inclusion would impair the
significance of net income so that misleading inferences might be
drawn therefrom.’
“I would appreciate it very much if you would express an opinion
as to what standards might be used to determine whether any such
items are ‘material’ in amount. Should they be judged on the basis
of their percentage relationship to net income? If so, what approxi
mate percentage could be used?
“I realize, of course, that no definite rule could be established
that would be appropriate in all cases, but I would nevertheless like
to have an expression of opinion regarding a general procedure that
could be followed.”
Our Opinion
You have asked a question which our committee on accounting
procedure did not consider feasible to answer in Accounting Re
search Bulletin Number 43 and which we think should not be
answered except in the light of specific circumstances.
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In judging the materiality of an amount, it is our own personal
opinion that it should be considered in relation to the net income
of the company over a period of years. For example, if a company
has been earning approximately $100,000 year in and year out, and
in the year in question has only earned $10,000 before including an
extraordinary item of income or expense of $5,000, we would say
that it should not be excluded. The amount of $5,000 may be con
sidered material in relation to the $10,000 earned in the year in
question, but it would certainly not be considered material in re
lation to the $100,000 which the company ordinarily earned. Ac
cordingly, in judging the significance of the earnings of that year,
the fact that the earnings would be either increased to $15,000 or
decreased to $5,000—depending on whether the item was income or
expense—would not materially affect one’s judgment of the accom
plishment of the company in that year as related to the prior years
during which it had earned approximately $100,000. On the other
hand, assuming the same average earnings, if a company has earned,
say, $90,000 before including an extraordinary loss of $80,000, or
has earned $10,000 before giving effect to extraordinary income of,
say, $85,000, there would then appear to be a clear-cut case for
exclusion of the extraordinary items from the income account in the
respective situations.
As to what percentages one might use as criteria, we feel the par
ticular facts have considerable effect. For example, we believe that
the percentage should be higher before excluding a loss growing out
of the sale of a piece of depreciable property previously used in the
business than would be true in the case of the write-off of a material
amount of intangibles or a credit from the elimination of an unused
reserve. Reasons for this distinction are (1 ) the management’s dis
cretion as to the year in which the item is to be recognized and (2)
the degree of relationship to operations.
Accountants have differing ideas as to the maximum or minimum
percentages that might be used in applying the provisions of chapter
8 of Bulletin Number 43. Some, for example, would not consider
an item to be sufficiently material to be excluded from the de
termination of income unless it was in the neighborhood of 20 to 25
per cent of the company’s average net income over a period of years.
Others believe there may be circumstances under which an amount
as low as 10 per cent might be sufficiently material to justify ex
clusion. These are the situations which must be left to the individual’s
judgment.
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It will be recalled that, in discussing the "general presumption
that all items of profit and loss recognized during the period are to
be used in determining the figure reported as net income,” chapter
8 also emphasized that “The only possible exception to this pre
sumption relates to items which in the aggregate are material in
relation to the company’s net income and are clearly not identifiable
with or do not result from the usual or typical business operations
of the period.” W e think it important to stress that once the ex
traordinary nature of certain items has been determined, those
items should then be considered in the aggregate in deciding
whether they are to be included in or excluded from the income
statement. To decide the question of "materiality” on the basis of
the individual extraordinary items would in many cases lead to dis
tortion of the income account.

FO O T N O T E D IS C L O S U R E

Disclosure of Company Assets
Held by Officer

W e recently received the following inquiry from a practitioner:
“An insurance company has about one-quarter of all its assets
represented by cash in hands of the president, for investment. This
is not confirmed directly to the auditor, but to the stockholders. My
intention is to disclose, briefly but clearly, either in the balance sheet
or in the certificate, all of the above-stated facts, i.e., that the cash is
in the hands of the president and that it was not confirmed directly
to the auditor.
"The company’s idea is to show this item simply as ‘deposit for
investment’ with no further comments anywhere.
"Should I accept the company’s idea, would I not be failing to
disclose a material fact, the disclosure of which is necessary to make
the financial statements not misleading?”
Our Opinion
While we do not know what you mean when you say that the
cash in the hands of the president is confirmed to the stockholders,
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there is no doubt in our mind as to the answer to your question as
to whether you should accept the company’s idea. It seems to us
that this is a very material fact, and that a failure on your part to see
that it is disclosed in connection with any statement with which your
name is attached would constitute a failure to disclose a material
fact the omission of which would make the statements materially
misleading.
In view of the circumstances involved, we feel that we should
also raise with you the question as to whether or not you should
even render an opinion in connection with this company’s financial
statements without having satisfied yourself by some independent
means that the funds reputed to be in the hands of the president are
actually available for the purpose for which they are intended. With
one-quarter of the company’s total assets not independently verified,
one may seriously question whether the qualification is not sufficient
to negative the opinion.
If one-quarter of the company’s total assets were in the possession
of a subsidiary company, you would undoubtedly insist on an audit
of that company’s affairs in order to satisfy yourself with respect to
the availability of the funds in question. By analogy, it seems to us
one might be equally concerned to satisfy himself with respect to
the actual existence of the funds when they are in the hands of an
officer.
We subsequently received the following communication from the
practitioner:
“I wrote about a confirmation to the stockholders. By this I meant
a certificate signed by the president of the company and addressed
to the stockholders. This was to be recorded in the minute-book.
“As I wrote in my first letter, I thought of the possibility of
certifying the accounts, provided they carried the necessary foot
notes and qualifications. The company’s idea, as originally stated,
was decidedly firm; therefore, I finally told the client that circum
stances did not warrant an accountant’s certificate for his statements.
Fortunately, to my understanding, this coincides with what your
letter seems to infer as the proper solution of the case.”
Disclosure of Single Customer
May Be Essential

Should a certified public accountant’s audit report disclose the
fact that a very large proportion of the client’s business is with one
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customer? Although companies with only one principal customer
may be relatively rare, we believe they occur frequently enough to
merit careful attention. Furthermore, it is likely that they will be
more common if defense and related government contracts become
a more important part of our business activity.
Our Opinion
It seems to us the basic principle to guide a certified public ac
countant in deciding whether or not disclosure is necessary, is the
auditing standard which states that “informative disclosures in the
financial statements are to be regarded as reasonably adequate un
less otherwise stated in the report” (Codification of Statements on
Auditing Procedure, page 10). This obliges the auditor to see
that all items of material importance are disclosed in the financial
statements or in his report.
In a case recently brought to our attention the receivable due
from one customer represented approximately 97 per cent of the
total receivables and 35 per cent of the current assets. Sales to that
customer were about 84 per cent of total sales. Thus, it appears
likely that, if the client were to lose the customer, he would prac
tically be out of business. In that case, the CPA believed the in
formation to be significant and disclosed the facts in order to avoid
misleading inferences. A bank's refusal to grant credit as a result of
the disclosure indicates that it too considered the information to be
of material importance.
We believe that most third parties would assume, unless warned
otherwise, that receivable balances and sales were reasonably welldistributed over a number of customers. If there should be a com
pany with only one main customer and a third party, such as a bank,
suffered a loss after extending credit to it in reliance on a certified
public accountant’s report, we believe he would be in a very difficult
position unless he had disclosed the facts in his report.
Assuming that the information is disclosed, would it be necessary
for the auditor to qualify his opinion? If he has performed all the
audit procedures necessary to satisfy himself that the receivable is
bona fide, and the client has followed generally accepted account
ing principles, including adequate provision for any amounts which
may not be collected, it seems to us the question is simply one of
disclosure. If the disclosure is adequate, we see no reason why the
auditor cannot give an unqualified opinion.
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Balance-Sheet Treatment of
Letters of Credit

At a recent joint meeting of the Rhode Island CPAs and a Robert
Morris Associates Group, one of the bankers present submitted a
question which was subsequently brought to our attention with a
request for an opinion.
So far as the treatment of letters of credit in bank statements is
concerned, we find that it is customary to include among the bank’s
resources an account such as “customer’s liability on account of
letters of credit, acceptances, and endorsed bills,” or “customers’
liability account of letters of credit,” and to include among the
liabilities items such as “liability for letters of credit and as acceptor,
endorser, or maker on acceptances and foreign bills,” or “our lia
bility account of letters of credit issued.” The quotations used are
specific captions from two banking companies’ statements, and are
generally representative of the type of caption found on such state
ments.
On the other hand, in the reports of industrial corporations, un
used letters of credit are not set up as liabilities but are mentioned
in footnotes. In our analysis of the annual reports of over 525 corpo
rations, no instance was observed in which letters of credit were
shown as a liability in the balance sheet proper. Numerous examples
were found, however, where letters of credit were mentioned as
“contingent liabilities” in footnotes. Thus, for example, one company
has included under a footnote headed “contingent liabilities” the fol
lowing statement: “On December 31, 1948, the corporation includ
ing its subsidiaries had contingent liabilities on account of letters of
credit, guaranteed loans, etc., in the amount of $5,441,867 . . .”
Another company had the following note: “The Corporation is con
tingently liable on open letters of credit in the amount of $1,228,943
covering purchases of aluminum in foreign countries.” Another
company said in a footnote: “The Companies have unused balances
on letters of credit in the amount of $10,500.” Still another company
stated: “The Company was contingently liable for unused letters of
credit amounting to approximately $1,630,000.”
Our information is that the bankers present at the Rhode Island
joint meeting contended that industrial and commercial companies
should show information regarding letters of credit in the same
manner as the banks themselves, i.e., as a direct liability in the
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balance-sheet. It seems to us that bankers are in a position to ascer
tain any details regarding unused letters of credit if they are on
notice that the customer has a designated amount of such items.

Presentation of "Contract Reserve" in Con
nection with Assigned Instalment Accounts

We publish below a recent exchange of letters. Our correspond
ent’s description of the “holdback” arrangement between bank and
client should be informative to those of our readers having only a
limited acquaintance with assignments of installment accounts.
“I would appreciate your opinion based on the following:
“During the year client signed a contract with the bank whereby
it has agreed to sell to the bank its installment accounts receivable.
At the time of the sale, a notation is made on each account to the
effect that it has been sold to the bank.
“The client makes certain warranties with respect to the validity
of the accounts sold and vests in the bank its entire right, title, and
interest in such accounts.
“As a consideration of the purchase of the accounts by the bank,
the client pays a discount equal to a stated rate per annum on the
total balances of the accounts sold.
“From the aggregate amount of the accounts sold, the bank
deducts 10 per cent of this amount and sets it up as a credit to the
client referred to as the ‘contract reserve.’ If an account becomes
delinquent, the bank is notified and the amount remaining unpaid
on the delinquent account is charged to the contract reserve by the
bank, but said account will continue to be owned by the bank.
Thereafter, all collections received on such delinquent accounts are
remitted to the bank and credited back to the contract reserve.
However, the client, at its option, may remit the unpaid balance
remaining on such delinquent accounts, in which event the account
is reassigned to the client. If, at the end of any month, the amount
of the contract reserve is more than 10 per cent of the aggregate
outstanding balances on the accounts sold or greater than the mini
mum amount required, the bank will remit the excess.
“The client, as the undisclosed agent for the bank, will make all
collections and remit the proceeds.
“If any merchandise is repossessed by the client, the bank is
notified and the unpaid balance on the account (unless already so
charged) will be charged against the contract reserve. Any proceeds
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from the resale of such merchandise is remitted to the bank and
credited back to the contract reserve. Again, the client has the
option of remitting the unpaid balance on such account at the time
of the repossession and having the account reassigned to it.
"What disclosure, if any, should be made on the balance sheet of
the client, or by footnote, with respect to the installment accounts
sold? Also, how should the amount of the ‘contract reserve’ be shown
on the balance sheet? The installment accounts receivable represent
approximately 25 per cent of the total accounts receivable.”
Our Opinion
We believe either one of the following presentations (with slight
modifications to fit your needs) would be appropriate under the
circumstances you describe. Presentation 1 appeared as a footnote
to the financial statements in the annual report of Federated Depart
ment Stores, Inc., for the fifty-two weeks ended January 29, 1949.
Presentation 2 appeared in the balance sheet contained in the Janu
ary 31, 1949, annual report of Sears, Roebuck and Co.
You will note the two presentations do not expressly state that
the unpaid balance of the assigned accounts represents a contingent
liability. It is questionable whether an express statement in this
regard is necessary in view of the apparent completeness of the
presentations in other respects. Presumably, the companies have
made provision for losses which might be incurred in connection
with assigned as well as unassigned receivables.
PRESENTATION

1

Other installment accounts of most of the stores are sold to banks. The
balances of other installment accounts are as follows:
January 29,
1949

January 31,
1948

Balances sold.................................................

$8 ,9 5 3 ,4 9 9

$5 ,7 9 5 , 7 4 0

Equity therein..............................................
Balances not sold..........................................

$ 895,350
1,870,753

$

T otal................................................................
Less provision for possible future losses
and deferred carrying charges.............

$2,766,103

$2,187,166

983,620

7 2 2 ,5 3 2

N e t...................... ............................................

$1,782,483

$1,464,634

5 7 9 ,5 7 4

1,607,592
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2

Accounts and Notes Receivable:
Customers Installment A cco u n ts.. . .
Less accounts sold to banks
(less company’s equity therein)

$329,381,335
294,636,067
34,745,268

Other Customers Accounts.............
Manufacturers and Miscellaneous
Receivables......................................

1 4 ,9 5 3 , 7 5 1

T otal............................................
Less estimated Collection Expenses

68,719,654

and Losses on Installment
Accounts and Other Receivables

19,020,635

34,281,179

34,438,475

Presentation of Contingent Liability
in Connection With Assigned Leases

The following exchange of correspondence with a reader should
prove interesting to our readers.
“I should like to obtain an opinion as to the manner of showing
the following on the balance sheet of a business dealing in new
construction machinery.
“Example:
“The business rents a machine for a period of three months and
assigns lease to bank and receives from the bank the amount of
rental for the three-month period less interest. When monthly
rentals are received from customer they are forwarded to the bank.
Our liability is only to reimburse bank if customer fails to pay.
“Please comment on the theory of showing the assigned contracts
only as a contingent liability in a footnote. At the present time, the
following entries are made and the liability is a part of current
liabilities.
“(1) Dr. Accounts Receivable Customer
Cr. Rentals Received
To record rental billing to customer.
“ (2) Dr. Cash
Cr. Advances from Bank
To record monies received from assignment.
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“(3) Dr. Cash
Cr. Accounts Receivable Customer
To record payment of rent by customer.

“(4) Dr. Advances from Bank
Cr. Cash

To record forwarding to bank of customer’s payment.

“To put this on a contingent basis we would make entries in the
following manner:
“ (1) Dr. Accounts Receivable Customer
Cr. Rentals Received
To record rental billing to customer.
“(2) Dr. Cash
Cr. Accounts Receivable Customer
To record monies received from assignment.
“ (3) Dr. Cash
Cr. Exchange Checks—Bank
To record receipt of monies from customer primarily payable to
bank for monthly rental.
“ (4) Dr. Exchange Checks—Bank
Cr. Cash
To record transmittal of customer cash to bank.”

Our Opinion
You are interested in proper presentation, in the assignor’s balance
sheet, of short-term machinery leases assigned for value with re
course; and, particularly, you ask for opinion on the “theory of
showing the assigned contracts only as a contingent liability in a
footnote.”
Presumably, on the basis of the journal entries and other facts
which you outline, the lessor bills and accrues as income at the
commencement of the lease, rentals to be collected periodically over
the term of the lease. The claims to the future rental payments as
evidenced by the contracts of lease are then sold (assigned for
value), but the financing company has provided for recourse upon
the lessor in the event of default of rental payments.
If our assumptions as to the actual procedure being followed are
substantially correct, it seems to us consideration should be given to
deferring the rental income until such time as it actually accrues.
In other words, in recording the “rental billing to customer” the
credit should probably be handled as deferred income until such
period of use transpires as entitles the lessor to accrue the income.
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This having been said, it m ight b e contended w ith respect to your
m ain question that any assigned receivables m ay p rop erly b e elim i
nated from the balan ce sheet since they h ave been supplanted b y
cash, i.e., literally sold w ithin the ordinary course of business. From
the standpoint o f inform ative financial presentation, how ever, it
w o u ld seem necessary, as a minim um , to state in a footnote to the
lessor’s balan ce sheet the am ount of assigned accounts rem aining
unpaid b y lessees and therefore representing a contingent liability
to the financing com pany.
It should b e em phasized that the prevalent treatm ent is to show
any receivables discounted or assigned w ith recourse and rem aining
unpaid b y the ven d ee (in this case the lessee) on th e fa ce of the
balan ce sheet as a deduction from the gross receivables. A major
consideration to bear in m ind is the status of the accounts upon
assignment. If the accounts h ave been factored without recourse,
there is no contingent liability and hence no good reason fo r carrying
the unpaid assigned accounts as a contra item in the balan ce sheet.
If assignm ent is w ith recourse, the more thoroughly inform ative
presentation w ou ld seem to b e to show the unpaid assigned accounts
in the balan ce sheet accom panied b y a footnote thereto expressly
indicating that the contra account represents a contingent liability.
In one of several annual reports examined, a footnote appeared
stating that the assigned accounts shown as a deduction in the
balan ce sheet represented a contingent liability. In other reports,
no express reference w as m ade to the contingent nature of th e as
signed accounts. Som e reports m ade it clear, how ever, th at the
provision fo r d ou btfu l notes and accounts included provision for
possible losses on assigned accounts for w h ich there w as a con
tingent liability. In another case w here a “hold back” w as involved,
the com pany indicated b y footnote the total am ount o f accounts
assigned b u t included only its “equ ity” in such accounts in the
balan ce sheet total for accounts receivable.
O n the basis of the assumptions m ade as to the procedure fol
low ed, w e h ave difficulty w ith some of the account designations
used in your journal entries. W e suggest that you give consideration
to w hether the fo llo w in g journal entries and term inology em ployed
therein m eet your practical needs:
(1) Dr. Rents Receivable—Lessees
Cr. Deferred Rental Income
To record rental billing to customer.
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(2) Dr. Cash
$70,000
Interest (Finance Co.) Exp.
5,000
Cr. Assigned Rents Receivable—Lessees
To record money received upon assignment.

$75,000

(3) Dr. Cash
$25,000
Assigned Rents Receivable—Lessees
25,000
Cr. Rent Collections Payable to Factor
$25,000
Rents Receivable—Lessees
25,000
To record payment of rent by customer on assigned accounts.
(4) Dr. Rent Collections Payable to Factor
$25,000
Cr. Cash
$25,000
To record payment of customer remittances to finance company.
(5) Dr. Deferred Rental Income
Cr. Rental Income
To record accrual of rental income.

$30,000
$30,000

It seems to us that “Rent Collections Payable to Factor,” or per
haps “Amounts Held as Collection Agent for Finance Company,”
would be more informative to third parties using the balance sheet
than “Exchange Checks—Bank.” If, however, the balance in this
account is immaterial, due to prompt payment to the finance com
pany, there would be no need to show the account separately in the
balance sheet. In terms of the above journal entries, you will note
the contingent liability is represented by the balance of the “As
signed Rents Receivable—Lessees” account.

Should Contingent Liability for Death
Payments to Beneficiary Be Disclosed?

A correspondent asks us to advise him whether he should take
cognizance of an agreement between a corporate client and certain
employees in the preparation of financial statements for the client,
and if so, what treatment should be accorded it. The terms of the
agreement follow:
“Under present law, if your company contracts with you to pay
your beneficiary $5,000 upon your death, this $5,000 will be tax free
in the hands of your beneficiary. W e are therefore proposing to
pay to your beneficiary $5,000 upon your death, if you are still in
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our employ at that time. We reserve the right to discontinue this
agreement at any time, upon written notice to you.
“If you desire to accept this offer, please indicate your acceptance,
and tell us the name of your beneficiary and how you want the
$5,000 paid, in the space provided below.”
Our Opinion
The agreement appears to indicate that, in the case of any specific
agreement entered into, liability of the company is dependent on
the concurrence of three controlling contingencies, i.e., failure of
the company to exercise its right to discontinue an outstanding
agreement, death of the covered employee, and the latter’s being
in the employ of the company at the time of his decease.
In our opinion, if any of these agreements are outstanding at the
balance-sheet date, the pertinent features of such agreements should
be outlined in a footnote to the financial statements. This assumes
that the possible amounts of contingent liability involved are con
sidered to be material.
As we see it, the auditor’s responsibility here is limited to dis
closure of a possible future burden upon the corporation’s assets.
However, if the proposal were one which, as an established policy,
was off ered to employees generally, we believe the company should
estimate the cost of the program, on an actuarial basis, and should
charge this cost off to income periodically, in the same way that
costs of a pension plan or other deferred compensation would be
handled.

Footnotes in Annual Reports Disclose
Appraisal Values of Fixed Properties

An informative footnote appears in the statement of financial
condition included in the annual report for 1950 of Maremont
Automotive Products, Inc. The statement shows the company’s
properties at cost keyed to the following footnote:
“The certified appraisal report dated September 30, 1950, by
Lloyd-Thomas Co., Appraisal Engineers, indicated total values for
these properties, exclusive of land, as follows: Replacement value
new, totaling $7,171,500, and net sound value, totaling $4,668,461,
or an excess over the recorded net book value of $3,462,132. This
latter amount is the result of prior years’ appreciation in value of
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properties, accelerated amortization during war years, favorable
purchases of war facilities, etc.”
It is interesting to note that an indication of the several factors
considered chiefly responsible for the difference between net sound
value and recorded net book value are set forth.
We also note that the 1950 balance sheet of A. B. Farquhar Com
pany contains the following footnote with respect to its Property,
Plant, and Equipment:
“The Manufacturers Appraisal Company determined the sound
valuation of land, buildings, equipment, patterns, dies, etc., as at
December 31, 1947, to be $4,457,647.42 while the net book value
at that date was $1,111,933.64.”
On several occasions in the past we have encouraged, at least for
the time being, continued adherence to cost in stating fixed assets
in the balance sheet and have looked askance at upward restate
ments to appraisal values. We think the above treatments, however,
are a means of providing useful information without a basic adjust
ment of the fixed asset accounts. Footnotes of this nature, it seems
to us, can be used effectively in explaining a company’s need for
the retention of earnings in order to replace fixed assets at higher
price levels.

Disclosure of Replacement
Value of Lifo Inventories

A question which has been brought to our attention is related to
the extent of disclosure in the case of inventories stated on a Lifo
basis. The specific question to be considered is whether the replace
ment value of Lifo inventories should he disclosed in future finan
cial statements as supplementary information.
Although we desire to reserve our final judgment on this ques
tion until the advantages as well as the disadvantages have been
thoroughly aired and appraised, we do want to introduce at this time
certain considerations, mainly negative, which we feel are pertinent.
At the outset, it is important to stress that one of the primary
objectives of the profession should be to encourage the disclosure
of material information considered necessary for the effective analy
sis of financial statements under existing economic conditions to
the end that, so far as is possible without harming the company,
the general run of stockholders may be in possession of material
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information comparable to that which the “insiders” have.
There is no doubt that in many cases Lifo inventories are sub
stantially below replacement value. In some cases the extent of
the difference, at least on an approximate basis, can probably be
ascertained without too much difficulty, particularly where raw
materials are the principal items involved. In other cases, as for
example where the items involved are numerous and particularly
where there is a substantial amount of work in process, the diffi
culties of obtaining even an approximate figure will be very great
and would, it is believed, cause undue burden and expense. In some
cases it would probably require the keeping of a double set of cost
and inventory control records. These difficulties should receive care
ful consideration in arriving at any conclusion as to a general re
quirement.
Apart from the practical difficulties, however, it would seem that
any approach to the solution of this question should be made only
after careful consideration because it may be that such information,
if given, might carry within itself the possibilities of misleading
conclusions.
The purpose of excluding inflationary profits from inventory
prices and from earnings figures might easily be defeated, especially
if the reader of the financial statements did not understand that the
apparent cushion might be highly illusory. An inventory stated on
the Lifo basis excludes from the balance sheet the effect of inflation
in prices to an extent dependent upon (1) the date at which the
basis was adopted, i.e., whether before or during the price advances
of recent years, and (2) the extent to which the company has been
able, by maintaining substantially equivalent inventory quantities
at subsequent year-ends, to avoid having to increase the original
Lifo prices.
The Lifo basis also results to a similar extent in excluding in
flationary profits from the income statement, in that current costs
are matched against current sales. Where the Fifo or “average cost”
basis is used and prices have advanced during a year, the income
statement would on the other hand include a degree of inflationary
profits, represented by the difference between prices of equivalent
goods in the inventories at the beginning and end of the year. If
the purpose is to put the investor in possession of information as
to the effect of price increases, the effect on earnings for these com
panies may be as important as the effect on the balance sheet for
Lifo companies.
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Another point is that in computing the book value per share an
investor might be led to add the differential to the surplus of the
company. It has been suggested that misleading inferences might
be drawn from any statement of the differential unless (1 ) it
brought out the amount net of taxes, (2) it showed the allocation
of the difference as between the years in which it had accrued,
and (3) it contained a statement that the amount involved could
not be realized on a going concern basis. It has also been suggested,
in comparing the statements of two companies in the same industry,
one of which is on the Lifo basis and the other not, that unless the
replacement value is also given in the case of the second company
the reader might assume that there was some margin there too,
possibly of comparable amount.
A t the present tim e there is a requirem ent that the basis on w h ich
the cost of inventories is determ ined shall be stated, and, if the
basis is L ifo , the investor is advised. U nder present conditions he
presum ably infers that there is some cushion. Should prices decline
to a point w here the cushion is elim inated, chapter 4 o f A cco u n t
in g R esearch Bulletin N um ber 43 w ou ld presum ably require under
Statem ent 5 that effect be given to the low er of L ifo cost or market.
It seems doubtful w hether a change o f this present practice, b y the
addition of a b a ld statem ent of replacem ent valu e ap p licable to
L ifo inventories only, w ou ld on balan ce add to the usefulness of
the financial statements in the hands o f the ordinary investor.

Upon reading the above comments, a member wrote the following
letter which we publish in its entirety because we consider it to be
an especially effective and well-considered expression of the reasons
favoring disclosure of the replacement value of Lifo inventories. We
consider this question to be one of fundamental importance and
deserving of careful thought and reflection on the part of the profes
sion:
“I read with much interest the article dealing with the matter of
disclosure of replacement value of Lifo inventories. The emphasis
of the article appeared to me to be upon the undesirability of mak
ing such disclosure, although I note that final judgment on the
question has been reserved.
“I am among those who believe that, where it can be made within
the limits of practicability, disclosure should be made of the differ
ence between the Lifo basis of the inventories and their estimated
replacement market value.
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“You have rightly stated that ‘one of the primary objectives of
the profession should be to encourage the disclosure of material
information considered necessary for the effective analysis of finan
cial statements under existing economic conditions to the end that,
so far as is possible without harming the company, the general run
of stockholders may be in possession of material information of this
nature comparable to that which the “insiders” have.'
“In the light of the foregoing statement, it would appear that as a
practical matter the only condition under which failure to disclose
the replacement value of Lifo inventories would be justified, would
be in those cases in which disclosure might be harmful to the com
pany. I assume when you speak of the company, you mean the
stockholders, but I do not understand the particular aspects of dis
closure which you contemplate might be harmful. I think it cannot
be denied that the replacement market value of the Lifo inventory
is a significant financial fact. Given the significant financial facts,
stockholders today are generally able to use them intelligently,
relying as they do in an ever-increasing degree upon those skilled
in interpreting such facts. The consideration that the disclosure of
this information might result in misleading conclusions appears to
be far outweighed by the fact that the failure to disclose such in
formation is almost certain to result in misleading conclusions.
“If we face the question squarely, I think we must all admit that
the possibility of tax postponement was the lure which tempted most
managements to adopt the Lifo basis. I think its inherent soundness
in certain industries and situations could not have sold the Lifo
program to the extent to which it has been sold, were it not for
anticipated income-tax advantages.
“Recognizing the vagaries in financial reporting which have re
sulted from the adoption of the Lifo basis, I believe the independ
ent public accountant must encourage complete disclosure and trust
to the intelligence of those to whom the disclosure is made. As
between two companies, one carrying its inventories on a Lifo basis
and the other on a Fifo basis, intelligent comparisons can only be
made in the light of knowledge as to the replacement value of Lifo
inventories. In fact, as between different companies on the Lifo
basis, it is essential that such disclosure be made due to the fact
that adoption of the Lifo basis took place at different stages of the
inflationary price cycle.
“The methods and extent of applying the Lifo basis vary widely.
In consequence, the term Lifo has only general significance and its
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use may lead investors to assume that there is under present con
ditions a cushion in the inventory, which will not always be the
fact.
“In your article you emphasize the difficulty of ascertaining the
replacement value of Lifo inventories. I assume that this question of
practicability of disclosure will be explored. It is my personal opin
ion that in most cases a reasonable approximation can be and is
being made by management without too much difficulty.
“As to the possibility of realizing the difference between the
stated value of Lifo inventories and their market values, I think
there are many situations in which a substantial part of such dif
ference can be realized and in fact there are cases in which such
profits have been realized. As you know, the definition of what
constitutes a normal inventory is elastic and varies as business con
ditions dictate and the tax situation makes advisable.
“Consideration of realization of profits or losses on liquidation
gives rise to another question, namely, to what extent should such
profits and losses be segregated in reporting income? I believe that
such profits and losses should be indicated either parenthetically or
as a separate item in the income account.
“To sum up, I am of the opinion that the replacement value of
Lifo inventories should be disclosed except where it can be shown
to be impracticable. I am fearful that differences in methods of
financial reporting will be interpreted as vagaries for which we, as
accountants, will be held partly responsible. In defense of this
accusation, I think our best armor is complete disclosure.”

Oil Profit Study Shows How
to Present Supplementary Income Data

One method of adjusting income figures, which have been deter
mined in accordance with present generally accepted principles, to
show the effect of inflation on earnings and the need for retention
of earnings, is contained in the pamphlet “Financial Analysis of
Thirty Oil Companies” published by the Chase National Bank of
New York City. This method gives effect to the recommendations
of chapter g(a) Accounting Research Bulletin Number 43 in which
the committee on accounting procedure reached the conclusion “that
no basic change in the accounting treatment of depreciation of plant
and equipment is practicable or desirable under present conditions
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to meet the problem created by the decline in the purchasing power
of the dollar.”
At the same time, the committee gave its full support to the use
of supplementary financial schedules, explanations, or footnotes by
which management might explain the need for retention of earnings.
The purpose of the bank’s report was to present the financial
trend of the operations of the American petroleum industry by
providing a series of data for the fourteen-year period, 1934-1947.
In explanation of the need for supplementing the reported ac
counting figures by schedules in which adjustments were made for
changes in the purchasing power of the dollar, the report stated:
“A financial record is consistent and homogeneous as long as the
purchasing power of the dollar is reasonably stable. However, in
times of inflation, marked by rapidly rising prices and costs, the
accounting figures, being subject to the limitations of standardized
procedures, become distorted by the shifting value of the dollar.
For example, the charges for depreciation, depletion, and amortiza
tion of fixed assets, as well as the valuation of investments, are
calculated on the basis of original (historical) costs and therefore
are expressed in past dollars; whereas gross and net income, divi
dends, and most of the other financial items are measured in cur
rent dollars, which not only have altered in value but also differ in
each of the categories. Thus, the dividend dollar is affected by in
come taxes and the cost of living; the operator’s dollar is determined
by the cost of doing business; and the capital investment dollar is
influenced by construction costs—all different in value. With the
dollar yardstick varying both in time and space, it is obvious that
something akin to the physical theory of relativity must find ap
plication to economics in time of inflation.”
In addition to presenting combined statements of a conventional
type for the 30 companies, schedules and graphs were presented
covering a fourteen-year period, each showing both reported and
adjusted figures for net income, preferred and common dividends
paid in cash, capital expenditures, return on borrowed and invested
capital, and capital extinguishment charges.
Reported net income was adjusted to prewar dollars by use of
the index of wholesale prices for “all commodities” prepared by the
United States Bureau of Labor Statistics. Such income for each of
14 successive years was divided by the respective index number for
each of those years and multiplied by 100 (1935-1939 = 100) to
accomplish the adjustment. The adjusted earnings in 1947 were
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stated to be 21 per cent larger than in the previous peak year, 1937,
while the physical volume increased 54 per cent during the in
terval. The adjusted net income per barrel of crude oil processed,
it was stated, showed a decline from 48 cents per barrel in 1937 to
37 cents in 1947.
The other indexes used were: The United States Bureau of Labor
Statistics "cost of living index” to adjust preferred and common divi
dends after taxes thereon; The American Appraisal Company’s
“index of construction costs” to adjust capital expenditures; and the
United States Bureau of Labor Statistics “index of wholesale prices
of all commodities” to adjust the return on borrowed and invested
capital, and also to adjust capital extinguishment charges.
Without commenting on the suitability of the indexes selected in
this instance or the manner in which they were applied, it may be
suggested that the general approach adopted in this report for 30
companies, particularly the graphs showing both reported and ad
justed figures, might perhaps equally well be used by individual
corporations to supplement the certified statements in their annual
reports.
The following excerpt from this pamphlet represents an interest
ing opinion as to the nature and usefulness of the adjusted figures:
“The adjusted figures cannot have precise accuracy, but it is felt
that they do reflect in a practical manner a close approach to the
actual facts and, therefore, will prove useful in indicating what has
actually transpired—more so, at least, than the unadjusted figures.”
Subsequent Events Disclosure

In response to a request for opinions on the question raised in the
article, “Reporting Events Occurring Subsequent to Close of Fiscal
Period,” 1 a reader has described the following actual case illustrating
a problem which accountants are likely to face with increasing fre
quency as business reverts to a “buyer s market.”
Customers of a certain manufacturer returned, in January 1947,
goods having a sales value equal to one-third of the previous month’s
sales and of the accounts receivable at December 31, 1946. The cus
tomers stated that they were reducing inventories to a quantity
sufficient only for current sales and further indicated their intention
to restrict purchases during the early part of 1947 to current sales,
in order to avoid inventory losses if commodity prices declined.
1 Journal of Accountancy, M arch 1947.
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Although nothing in the sales contracts permitted the buyers to
return the merchandise, the manufacturer felt impelled to accept the
goods and retain the customers’ goodwill. Thus, the manufacturer
faced a condition wherein he would collect in cash only two-thirds
of the accounts receivable shown by his books at December 31,
and would have to resell a substantial amount of relatively slowmoving inventory. He solved the accounting aspects of the problem
by reversing sales and receivables, as of December 31, 1946, for the
amounts of the returns in January and by increasing his inventory
of finished goods as of the same date. Resultant amounts, therefore,
showed his status at December 31, 1946, as he looked into the early
part of the succeeding year.
Because the capital stock of the client was closely held by officers
of the corporation familiar with the details of its operation, the in
dependent accountant did not deem it necessary to make any dis
closure regarding the abnormal transactions and their effect on the
financial statements. He expressed the belief, however, that if con
ditions similar to this were found in another corporation whose stock
was not so closely held, disclosure of the fact would, of course, be
necessary. It seems appropriate to suggest that it would be desirable
to disclose such information, even in the case of closely held corpo
rations, as there is always a possibility that the statements may be
used and the auditor’s opinion relied upon by third parties.

Interpretation of Research Bulletin
Dealing with Long-Term Leases

Several questions requiring interpretative comment on chapter 14
of Accounting Research Bulletin Number 43, “Disclosure of LongTerm Leases in Financial Statements of Lessees,” have recently been
brought to our attention. Some accountants want to know (1 ) how
many years are involved in a “long-term lease” as that expression is
used in the bulletin, (2) whether a long-term lease with only two
years yet to run should still be considered long-term, (3) how to
report rentals based on sales, and (4) how to report hundreds of
leases such as exist in the case of many corporations in the rental
field.
Our Opinion
In answer to the first three questions, any lease with over three
years yet to run would seem to be a reasonable definition of a “long242
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term lease” for purposes of chapter 14 of Accounting Research
Bulletin Number 43. Also, in cases where rentals are conditional or
based on sales volume, the minimum rental provided for in the lease
is to be taken.
On the fourth question, about how to report hundreds of leases,
it seems reasonable to conclude that in the retail field where corpo
rations often have hundreds of leases outstanding, the general pur
pose of the bulletin might be aided if the numerous long-term leases
were classified in tabular form into groups having termination dates
falling within successive three- or five-year periods and if the aggre
gate minimum annual rentals to be paid under such long-term
leases expiring in the several three- or five-year periods were shown.
This type of schedule would reflect in some measure the prospective
burden upon the business for rentals. It is evident that the disclosure
requirements of chapter 14 of Accounting Research Bulletin Num
ber 43 will necessitate experimentation by companies operating
with scores of, or hundreds of, leases in order to develop the most
useful type of information.
It seems to us that the basic objective of the committee on ac
counting procedure in calling for disclosure of rentals paid or to be
paid under long-term leases is to give users of the financial state
ments some idea of the fixed rental burden to be borne by the busi
ness in future years. In the bulletin’s words: “. . . those who rely
upon financial statements are entitled to know of the existence of
such leases and the extent of the obligations thereunder, irrespective
of whether the leases are considered to be advantageous or other
wise.”
Chapter 14 of Bulletin Number 43, however, goes further than
merely requiring disclosure of long-term rentals, e.g., by calling for
disclosure of any “important obligation assumed or guarantee made”
in connection with a long-term lease “not only in the year in which
the transaction originates but also as long thereafter as the amounts
involved are material.” Further, the bulletin requires “disclosure of
the principal details of any important sale-and-lease transaction” in
the year in which the transaction originates. It was the increasing
number of these sale-and-lease transactions which offered the im
mediate occasion for issuance of the bulletin. And a matter of par
ticular concern was that of disclosing situations where sales of
property were made at amounts greatly in excess of, or much less
than, carrying values, with an accompanying lease-back arrange
ment providing for step-down or varying rental payments.
In this connection, the question was recently raised with us
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whether immediate and full recognition should be given in a lessee's
income account to the profit or loss on newly constructed properties
sold in a buy-build-sell-and-Iease transaction, or whether such profit
or loss should be deferred and amortized over the life, or the initial
life, of the lease. The questioner is evidently concerned with whether
the accountant is obliged to take notice of the fact that many of the
selling prices in sale-and-lease transactions are not fixed at their cur
rent fair market value as they would be in the more usual type of
sale. Many such transactions, for example, involve a substantial
“loss” upon the sale which may be offset by reduced rentals or other
concessions during the term of the lease. In our opinion profit or loss
on such a transaction should be amortized over the initial period of
the lease if the selling price and surrounding circumstances indicate
that a sale at current values is not involved.

Liability in Connection with "Lease"

A correspondent recently requested our opinion as to proper ac
counting treatment in a case where a client has entered into a con
tract for the “lease” of an electrical display sign for a period of five
years which calls for monthly payments of $250 each. Among other
matters, the contract specifically states that the outside electrical dis
play sign remains the property of the lessor, but at the expiration of
the five-year term, the client has an option to purchase the display
sign for an additional $750 payment. The contract also contains an
acceleration clause whereby in the event installments become past
due by more than three monthly installments, the lessor may declare
the full unpaid balance due and payable and may proceed to take
legal action to enforce payment of the total unpaid balance.
Our correspondent asks: “At balance-sheet date, is there a real or
contingent liability for the $15,000 ‘lease’? How should it be shown
in the financial statements?”
Our Opinion
A pertinent passage from chapter 14 of Accounting Research Bul
letin Number 43 is perhaps worthy of repetition in connection with
the facts of this problem. The passage reads as follows:
“A lease arrangement is sometimes, in substance, no more than an
installment purchase of the property. This may well be the case
when the lease is made subject to purchase of the property for a
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nominal sum or for an amount obviously much less than the prospec
tive fair value of the property. . . . The committee is of the opin
ion that the facts relating to all such leases should be carefully
considered and that, where it is clearly evident that the transaction
involved is in substance a purchase, the ‘leased’ property should be
included among the assets of the lessee with suitable accounting for
the corresponding liabilities and for the related charges in the in
come statement.”
On the basis of the information given, and assuming the validity
of the basic agreement, we are inclined to think the client in the
instant case has a real, not a contingent, liability. If the transaction
is to be treated as an installment purchase, the theoretically proper
treatment would require setting up the asset and liability at the
present value of the series of payments to be made under the lease
(including the present value of the payment required upon exercise
of the option to purchase). The difference between total payments
to be made under the lease and present value of the payments as
computed would represent “interest.” A portion of the rental pay
ments would be periodically charged to income as interest and the
remainder applied against the liability account. As a practical mat
ter, however, if the asset and liability were set up at the full $15,000
amount, we do not think any serious objection could be raised. On
the other hand, if it is finally concluded that the transaction is
properly treated as a lease, we believe any important provisions of
the lease arrangement should be disclosed in the financial statements
provided the amounts involved are considered significant.

Auditor's Report and Company's
Federal Income Tax Status

The following question was submitted for discussion at a joint
meeting sponsored by a group of bank credit executives and a state
society chapter of certified public accountants:
“Should the auditor’s report indicate clearly the date through
which clearance has been accomplished on federal income taxes?
Should any disputed tax items be commented on?”
Our Opinion
As in the case of so many questions of this nature, no rigid rules
can be set forth. Obviously the auditor’s judgment as to both
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the materiality and contingent nature of any further tax obligations
should determine whether supplementary explanatory comment or
exception should be introduced directly into the standard short form
of auditor’s report.
Information gleaned by the research department of the American
Institute of CPAs from its annual study Accounting Trends and
Techniques reveals numerous instances where the unresolved na
ture of the corporation’s tax situation was discussed in a footnote
to the financial statements without any further reference thereto,
either general or specific, in the auditor’s report. Since footnotes are
integral parts of the financial statements it seems to be a matter of
taste as to whether the footnotes are mentioned in the auditor’s
report.
In general, it may be said that the extent to which specific men
tion or discussion of a company’s tax situation is introduced directly
into the auditor’s report is dependent upon his judgment as to the
impact, adverse or favorable, which a resolution of that situation
would have upon the statements certified and the extent to which
disclosure is made in the statements themselves or in footnotes.

Disclosure of Subsidized and Endowed Research

A reader presented the following question for our consideration:
“For processing a new product, a newly formed corporation will
receive the benefits of about $70,000 worth of subsidized and en
dowed research which the new corporation will not have to pay for.
The only requirement is that the processing be done in Kansas. The
new corporation will not have a monopoly if the product can be
successfully processed.
“Would it be improper to set this item up on their balance sheet
as an intangible asset with a contra entry in the surplus section
which can be easily identified, with a footnote, and the balance
sheet not used to increase or water the stock for public purchases of
stock?
“The corporation wishes to show the background of research
which they have received in terms of balance-sheet values.”
Our Opinion
The type of intangible asset to which your letter has reference
has not been dealt with directly by the American Institute of Certi246
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fied Public Accountants in any of its official Accounting Research
Bulletins although chapter 5 of Bulletin Number 43, “Intangible
Assets,” goes into considerable detail with respect to the general
problem.
In the specific case which you have cited, the value of “subsidized
and endowed research” does not involve an exclusive patent right
nor does it convey any private monopolistic condition to the process
ing corporation. Furthermore, the latter has been described as
“newly formed.” Apparently there has been no demonstrated excess
earning power. Also, there is some intimation that the successful
processing of the new product is questionable at this juncture.
Whether these negative conditions are present or a contrary
situation exists with respect to these factors, nevertheless in our
view it would not be good accounting practice to recognize goodwill
and/or other intangibles in a corporation’s accounts except in those
cases where they are supported by costs actually incurred by that
corporation. Such an item as goodwill or so-called going-value is
customarily excluded unless it has been purchased. Moreover, the
practice of setting up goodwill when the business has demonstrated
“excess earning power” is no longer looked upon with favor. For
mulas and secret processes are often capitalized, to be sure, but
only properly so when some outlay has been made for development
and research work or through purchase.
Accordingly, we do not consider it proper accounting treatment
to enter into the accounts any part of the $70,000 which the com
pany has not itself paid. You might consider the alternative of stat
ing in the annual report, or possibly in a footnote to any financial
statements issued for credit purposes, the background of the research
from which the corporation expects to receive benefits.

■
M I S C E L L A N E O U S F IN A N C IA L S T A T E M E N T P R O B L E M S

Balance-Sheet Presentation of
Mortgagors' Deposits

W e were recently asked for an opinion as to the preferable treat
ment in a corporation’s financial statements of mortgagors’ deposits
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held in custodial accounts. The facts, briefly, are the following:
The corporation owns insured or guaranteed home mortgages which
are serviced through local agents. The servicing agents make monthly
collections and perform certain other functions, including the pay
ment of taxes and insurance on the mortgaged properties from
funds retained for that purpose from the mortgagors’ fixed monthly
payments. Such funds, held by the agents in joint custodial bank
accounts not reflected in the corporation’s books, are normally dis
bursed by the servicing agents. However, under agreements with
the banks, the balances may be withdrawn directly by the corpo
ration.
Our correspondent lists the following alternative presentations
and asks us to express a preference:
(1 ) Inclusion on both sides of the balance-sheet, inasmuch as
the corporation has a liability to the mortgagor, and has access to
the funds;
(2) Inclusion in short-entry form on the liability side of the
balance sheet, in view of the primary responsibility of the agent for
discharge of the liability from funds in his possession; or
(3) Disclosure of the relevant facts by a footnote to the financial
statements.
Our Opinion
The first method is the one we prefer, namely, showing the
amount of mortgagors’ deposits held in custodial accounts separately
among the corporation’s assets and among its liabilities. Although
not readily apparent, there may be very good arguments for dis
closing the transaction by footnotes and for exclusion of the items
from both sides of the balance sheet or for entering the liability short
on the liability side, in view of the agents’ primary responsibility.
From the indicated facts, however, it would seem that the relation
ship is one of principal and agent, and we believe the corporation’s
assets and liabilities reflected in the agents’ accounts should ordi
narily be included in the corporation’s statements. Presumably,
checks are made payable by the mortgagors directly to the corpora
tion. This would seem to be one convincing reason supporting our
view. The facts indicate that the joint custodial bank accounts are
not now reflected in the corporation’s books. It seems to us that
if the corporation’s assets and liabilities reflected in the agents’
accounts are to be included, and we think properly, in the pub248
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lished statements of the corporation, it would also be proper to
incorporate the supporting data within the regular corporate ac
counts. Reports of agency collections from mortgagors and the
various applications thereof are presumably being periodically
forwarded to the corporation. Such reports should provide the
corporation with the basic data for its accounting entries with
respect to the agencies.

Asset Status of Insurance Related
to Buy-and-Sell Agreement

A correspondent writes us this:
“We have a corporate client that is owned by two stockholders.
These stockholders have entered into a buy-and-sell agreement as
to the stock each owns in the event of death. Ordinary life insurance
was purchased and the premiums paid by the corporation, which
is the owner but not the beneficiary of the policy. The buy-and-sell
agreement provides for a trustee to whom the insurance proceeds
will be paid upon death for the purpose of purchasing the stock of
the deceased stockholder and conveying the same to the corpora
tion. This agreement has been in force a number of years, and the
insurance has considerable cash surrender value.
“W e have not recorded the cash surrender value of the insurance
on the corporate books because the proceeds were to be used to
purchase the stock interest of the deceased stockholder, and the
corporation would only receive stock either for cancellation or to be
held as treasury stock. Recently, the corporation secured a loan from
the insurance company against these policies, which it could do since
it was the owner. The buy-and-sell agreement is silent on this
point.
“The question has arisen whether the cash surrender value should
be recorded on the corporate books in view of the loan which has
been recorded as a liability. The loan may never be repaid, in which
event the proceeds from the insurance company paid to the trustee
would be reduced by the loan amount. We feel that the corporation
would be subject to a claim by the trustee for the amount of the
unpaid loan, so that the fact of payment to the insurance company
is of little consequence.
“W e should appreciate your advice on this subject.”
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Our Opinion
In this case it appears that the policies, i.e., the contracts between
the insurance company and the corporate owner, do not restrict the
owner’s valuable contractual rights under the policies—e.g., the
rights to assign, to change beneficiary, to pledge for a loan, and to
surrender for cash value. We also must assume that the policies
were not required to be held by the trustee. In such circumstances,
in our opinion, the cash surrender value of the policies should now
be recorded on the books of the corporation, and should have been
so recorded when the cash surrender value initially appeared.
It seems to us the fact that there is a valid buy-and-sell agreement
apart from the contract between policyowner and insurer which
defines certain rights and obligations as between the stockholders
and corporation does not impair or destroy the status of the cash
surrender value as a valid corporate asset. In the absence of the
above-mentioned restrictions upon policy contractual rights, and
assuming the policies were not required under the agreement to be
transferred to the trustee, it seems clear to us that there is an ac
cumulation of realizable resources to the owner of the policy, i.e., to
the corporate client paying the premiums, which should be included
in its accounts.
Even if all the restrictions mentioned above were to exist, we be
lieve there is sound ground for considering at least the amount of
the cash surrender value of the policy as the value of the corpora
tion’s interest in the trust and including it among its assets. The
trust is set up for the purpose of acquiring treasury stock for the
corporation. Presumably, the funds in the trust will be used for that
purpose or the trust will be liquidated and its assets returned to the
corporation. In either case the corporation will receive something of
value, whether it be in the form of treasury stock, the surrender
value of an insurance policy, or cash.
The fact that the policy has been used in this case as collateral
for a loan which has been recorded as a liability is not, in our opin
ion, of any significance in determining that the cash surrender value
of the policy should be set up in the accounts as an asset.
The fact that "the loan may never be repaid, in which event the
proceeds from the insurance company paid to the trustee would be
reduced by the loan amount,” is also of no significance in determin
ing the need to record the liability since, as our correspondent points
out, the corporation will owe the trustee any deficiency in the
proceeds of the policy due to the loan which is a first lien on them.
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It is of significance, however, when attempting to determine the
location of the loan on the balance sheet, for it is well recognized
that if there is evidence of an intention not to repay the loan except
out of the policy proceeds, the obligation should be treated as a
long-term liability.

Should Loan Commitments Be Recorded?

“We have a problem of accounting and statement preparation
which has arisen through our finance company,” writes a corre
spondent. “The finance company makes commitments to prospective
home owners, agreeing to lend $7,000, for example, upon comple
tion and acceptance of the house. The home buyer signs the com
mitment letter and authorizes the financing company to make
construction advances to the builder. In some cases no construction
advances are actually made, but in all cases the full amount of the
commitment is eventually disbursed to the builder or his suppliers.
Before any disbursements are made a signed note and mortgage,
naming the finance company as mortgagee, are in the possession of
the finance company.
“There are two alternatives to handling the accounting for the
transactions as follows:
1. (a) Mortgage Note Loan Receivable
$7,000
Construction Loans Payable
$7,000
To record the note receivable and the liability to disburse under
the commitment letter. Entry made on date of receipt of note
and mortgage.
(b) Construction Loans Payable
Cash
To record construction advance.

$2,800

(c) Construction Loans Payable
Cash
To record balance of construction advances.

$4,200

2. (a) Construction advance
Cash
To record construction advance.

$2,800

$4,200
$2,800

(b) Construction advance
$4,200
Cash
To record balance of construction advances.

$2,800

$4,200
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(c) Mortgage Note Loan Receivable
$7,000
Construction advances
$7,000
To record the note receivable at time the final disbursement is
made under terms of the commitment letter.
“From the above it can be seen that in the second method the
receivable is shown only in the amount of the actual disbursements.
Under the first method the receivable and the liability to disburse
are recorded at the time of receipt of the commitment letter and
the note and mortgage.
“The second method seems to us to be the more conservative
treatment. We have been led to believe, however, that the first
method is most generally accepted in the mortgage and finance field.
“Any information or suggestions will be greatly appreciated.”
Our Opinion
In establishing a policy for recording newly-approved loans on
the books, it seems to us that the primary objective should be to
select a procedure which, when carried through to completion, will
at all times indicate the commitments of both lender and borrower
and clearly record the manner in which, and the extent to which,
the respective obligations have been met.
In our opinion, the first method which is outlined more nearly
achieves this objective. An alternative terminology for “construction
loans payable” might be “construction loans in process.” We under
stand this latter term is in general use although sometimes the term
“incomplete loans” or “due borrowers” is used.
The alternative procedure you describe which eliminates the use
of the “construction loans payable” account and merely charges
“mortgage notes receivable” or “construction advances” piecemeal,
so to speak, as funds are actually disbursed, might be considered
acceptable if the borrower is to be charged interest only from the
date he or his contractor actually receives the funds.
However, since the lender must restrict the use of committed
funds in order that sufficient amounts will be available to meet pay
ments on approved but undisbursed loans, it is not uncommon to
provide for the charging of interest on the face of the note from its
inception. In such cases, use of the “construction loans payable” or
“construction loans in process” account and the setting up of the full
amount of the loan as a receivable, whether disbursed or not, would
appear to be much the better practice. Those who favor this method
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point out that, accounting-wise, use of the “construction loans in
process” account gives recorded evidence of the obligations under
taken by the lender and provides a complete record of costs assessed
against the borrower and argue that it would therefore be the best
method regardless of the terms of the note.

"Inflation Provision Notes" Present
Interesting Accounting Problems

A new angle on the changing price level problem was presented
to us recently by a reader who raised a number of questions with
respect to the accounting treatment of “inflation provision notes.”
These notes contain provisions under which the interest costs and the
liability for the principal of the notes are tied in with a price level
index. While notes of this kind have been the subject of discussion
by economists, these are the first to be issued in recent years which
have come to our attention.
In this case the accounting problems are somewhat complicated
by the fact that, while subsequent notes will undoubtedly be issued
on a current basis, the present notes, aggregating better than a half
million dollars face value, were issued in exchange for notes that
were maturing. In consideration for the extended renewal of the
old notes, the company used the 1947-49 Consumer Price Index,
U.S. Average by Groups of Commodities, applying it retroactively to
the original date of the notes for which they were exchanged. This
is significant because, immediately the exchange was made for the
notes then on the books, there was about a 15 per cent increase on
account of the index.
To simplify the problem to some extent, let us take a specific
example. Use a $1,000 note issued in 1940 which would have fallen
due in 1956, but was exchanged in 1954 for one of the inflation
provision notes. Assume further that the index was 75 in 1940 and
was double that amount in 1954. The amount determined by apply
ing the current index number to the “face amount” is termed the
“prepayment value” of the note. Interest is payable at 6 per cent per
annum and is computed each year on the basis of the “prepayment
value.” In this arbitrary example, the “prepayment value” is $2,000
and the interest will be $120 for the year even though the “face
amount” of the note is but $1,000. Further, if the company should
wish to call this note (which has a provision for prepayment at the
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company’s sole option), then it would have to pay the “prepayment
value” of $2,000 rather than the “face amount.” At maturity the
principal amount due will be calculated in the same manner as the
“prepayment value.” The company likewise will get the benefit of
any reduction in the Consumer Price Index, but in no event will
the note be reduced below the “face amount,” and in no event
will interest be paid on a principal less than the “face amount of the
note.”
The following three questions were submitted to us by the reader:
“(1) Should the interest be accrued each year as a regular charge
against operations in determining net profit for that period even
though, as in the illustration, it amounts to 12 per cent of the ‘face
amount?’
“(2) Should more than the ‘face amount’ be shown on the
balance sheet as a liability at other than the final maturity date of
the notes? In other words, should the $1,000 price level increase
given in the illustration be shown (a) as a liability in addition to
the $1,000 ‘face amount,’ (b) as a segregation of surplus under net
worth, (c) as a footnote, or (d) what?
“(3) Is the $1,000 described under (2) (assuming it is shown as
an addition to the liability in the balance sheet) a reduction of
earnings, an appropriation of surplus, or partly an appropriation of
surplus and partly a reduction of earnings (realizing that this first
year increase went back to a 1940 base)?”
Our Opinion
In answer to the first question, we stated that we saw no reason
why the interest actually payable each year ( six per cent of the “pre
payment value” ) should not be charged against operations in the
usual way. It happens to be a variable rather than a fixed amount
in dollars, but that is what the contract provides for. We also stated
that, in the case of interim statements, we assumed that the accrual
would be calculated with the use of the index number at the date
of the financial statements.
As to the second question, it seems to us that the liability is also
a variable amount with a floor of $1,000, the “face amount” of the
note. It would be adjusted at the date of each balance sheet with the
use of the appropriate index number. While this note is not neces
sarily a current liability, we believe the accounting treatment of it
should probably be similar to the accounting for a current liability
payable in a foreign currency, which is adjusted at the date of each
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balance sheet in terms of the current exchange rate. (See chapter 12
of Accounting Research Bulletin Number 43 for a discussion of
foreign exchange problems.)
Our answer to the third question was that, once the plan is under
way, the adjustment of the liability for each current year seems
to us to be a special financial expense, or a reduction in financial
expense, depending upon whether the liability is increased or de
creased. Again, we believe it is similar to the foreign exchange
adjustments that have to be made when current liabilities are trans
lated from foreign currencies to U.S. dollars.
The sudden jump of the liability from $1,000 to $2,000 when the
exchange of old for new notes was made in 1954, is more difficult
to interpret. It is, however, an integral part of the agreement to
extend the maturity of the loan, and a cost of borrowing the money.
We expressed the belief, therefore, that it should be treated in the
same way as discount on notes and spread over the life of the new
notes as an additional charge. It does not, however, conform to the
usual concept of discount, and there would be much to be said in
favor of a charge to income in 1954 (or to earned surplus, if dis
tortive). W e do not see how it could be an adjustment of the earn
ings of past periods, since the increase in the liability is based upon
a new agreement originating in 1954.
Our reader was subsequently kind enough to summarize the way
in which these notes were actually handled in the current financial
statements. His comments are as follows (the numbers refer to the
questions):
(1) “W e considered the interest as an ordinary expense of the
period. (A specific date once each year is set for the use of the
index number, so that all interim statements in a 12-months’ period
are controlled by that index number.)
(2) “The liability was handled as outlined in your letter. (Ad
justed once each year as of the date specified in the contract.)
(3) “The current year adjustment will be handled as outlined in
your letter. W e had no adjustment for the year reported.
“As to the second paragraph of your comments on question (3),
we handled the large amount as discount on the asset side of the
balance sheet, and charged a proportionate amount to the expense
of the current period. The company will amortize the balance over
the period of the notes. A comprehensive footnote describes the
situation.”
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Mining Claims in Financial Statements

“I would appreciate it very much,” writes a correspondent, “if
you would give me your opinion concerning the method or manner
in which I should disclose the following facts in the balance sheet
of a uranium company:
“The organizers of the corporation consisted of three individuals
who operated as a partnership. The partnership transferred eleven
mining claims to the corporation in exchange for $75,000 par value
of the capital stock. A similar amount of capital stock was issued
for cash.
“At the time of the transfer of the claims, the partnership had no
cost basis for the claims, inasmuch as the exploration costs had been
written off as losses.
“Engineers’ reports are available disclosing, in technical terms,
the results of assay. The question arises in my mind as to whether
the eleven mining claims should be disclosed in the financial state
ments as having a cost of $75,000, or whether there should also be
a footnote describing generally the transaction which resulted in
the issuance of the $75,000 of stock for the eleven mining claims.
In other words, whereas it is not within my province to question
whether the claims are worth $75,000, is it necessary for me to dis
close the foregoing transaction in order that the reader of the state
ment may use his own judgment concerning the value of the
claims?”
Our Opinion
The general rule to be followed in the case of noncash acquisi
tions is that cost should be determined either by the fair market
value of the consideration given or by the fair market value of the
property acquired, whichever is the more clearly evident. This rule
is, unfortunately, not very helpful in dealing with the present situa
tion. When stock alone is issued for property or a property right,
and no fair market value of stock is readily determinable, the par
or stated value of the stock may or may not be a reasonable basis
for recording the cost of the property acquired. However, the
fallacy of a line of reasoning whereby the nominal assigned or par
value of shares, uncorroborated by any regularly quoted or demon
strated market value, is arbitrarily taken as the “cost” or “value”
of the property acquired, is, we believe, quite evident.
The following alternative procedures for setting up the mining
256

MISCELLANEOUS FINANCIAL STATEMENT PROBLEMS

claims in the type of situation described in our correspondent’s
letter occur to us—any of which might be acceptable or required
depending upon the particular circumstances under discussion:
1. In states in which capital stock may be issued at a discount,
set the mining claims or rights up at a nominal valuation of $1 and
reflect the difference between the par value of shares issued there
for and the $1 as stock discount. (In many jurisdictions the stock
discount might later be written off against earned surplus when,
as, and if earnings appear, or written off against a “reduction”
surplus created by reducing the par value of the authorized shares.)
2. Set the mining claims up at cost to the preceding owner or
owners, if such cost can be determined, and if it is meaningful
under all the circumstances.
3. Set the mining claims up on the basis of their appraised value
as determined by independent geologists or mining engineers.
4. Present the financial statements in accordance with the re
quirements of Article 5A of the Securities and Exchange Commis
sion’s Regulation S-X. Article 5A, which incidentally was worked
out with the advice of an Institute committee, prescribes the form
and content of financial statements to be filed with the SEC on
“Commercial, Industrial and Mining Companies in the Promotional,
Exploratory, or Development Stage.” In these statements property,
plant, and equipment acquired for securities and capital shares
issued for services and property are not extended in dollar amounts
but in numbers of shares.
This manner of financial presentation may be required in any
event if the client’s principal current activity is “the development
of ores for mining” rather than “the production of developed ore”
and if the client contemplates a “public offering” or the filing of
an “offering circular” under Regulation A of the Securities Act of
1933.

5. If sufficient shares have been sold to outsiders so as to estab
lish a “fair value” for the shares, use such fair value per share as a
basis for assigning a “cost’ to the mining claim acquired. (In many
cases, this treatment may be unreliable. Some of the stock may
have been sold to outsiders as a result of originally basing repre
sentations as to the value of mining claims on the par value of
shares issued therefor. Even if hundreds of shares have been sold to
scores of relatively uninformed speculators at a price, such price
would not be a convincing measure of the fair value of the mining
claims. A better criterion of fair value would be a sale of a large
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block of shares to a solitary but thoroughly informed investor in an
arms-length transaction. We are talking here, of course, of situations
where it can not reasonably be said that there is an established
market for the particular shares.)
The foregoing having been stated, what is the independent ac
countant’s reporting responsibility if the client insists on reflecting
the mining claims in the balance sheet in terms of the par value
of the stock issued therefor? We believe that, as an irreducible
minimum, the descriptive heading of the mining claims on the face
of the balance sheet should be followed by a parenthetical disclo
sure that the carrying value of such claims is based on the par or
stated value of shares issued to promoters or organizers in exchange
therefor, and that the accountant’s opinion should be qualified
as to the mining claims.
In those cases in which the mining claims are of major signifi
cance, we lean toward the view that the independent accountant
should state affirmatively in his report that the carrying value of
the mining claims reflected in the company’s balance sheet is based
on the par or stated value of stock issued to promoters upon trans
fer of such claims to the company, and that since the carrying value
or cost of the property has not been established on a satisfactory
basis he is not in a position to express an opinion that the state
ments “present fairly.”
The foregoing statement would be suitable in a situation where
the CPA does not know one way or the other whether the carrying
value appearing in the statements is supportable. However, in a
situation where the CPA has conclusive evidence that the carrying
value is unreasonable, in our opinion he should state in his report
that the statements do not fairly present.
Another matter of general relevance and interest is the statement
made in Israels and Gorman’s Corporate Practice (Practicing Law
Institute, N.Y., 1954), in the course of listing the principal advan
tages of Delaware incorporation, viz: “Where shares are issued for
property or services, the valuation placed thereon by the directors
is conclusive in the absence of fraud (i.e., a subjective standard),
in contra-distinction to the so-called ‘true value’ rule which obtains
in several other states (e.g., New York) and seems to impose an
objective standard.” The legal rule prevailing in the client’s state
of incorporation is not an unimportant consideration here. Our own
opinion, however, is that irrespective of that fact, the independent
accountant should insist on hewing to as objective standards as
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possible, and in the absence of a reasonably objective “anchor" or
basis for any representation made in the financial statements, he
should modify his report accordingly.
Regarding our correspondent’s statement that “it is not within
[his] province to question whether the claims are worth $75,000,”
our own conception of the more generally accepted view held by the
profession is that, although it may be said that the independent
auditor has no responsibility as to the realizability of the amounts
at which property, plant, and equipment are recorded in the ac
counts, he nevertheless should, unless alternative 4 is followed,
attempt to ascertain whether they are stated at a reasonable amount.
Here, the CPA has a real reporting responsibility.

259

4
IN C O M E
D E T E R M IN A T IO N

REVEN U E

Improper Accounting for
Discount on Mortgages Purchased

A university professor of economics writes us as follows:
“In recent months, certain savings and loan associations, with
a view to increasing their reserves, have been buying VA, FHA,
and other mortgage loans at big discounts, booking them not at
cost but at par, taking the discount straightway into income and,
at the end of the fiscal period (semiannually), transferring it to
reserves. (‘Reserves’ is here used in the same sense as ‘capital ac
counts’ is used in corporate accounting.) One can readily under
stand the desire of these associations to build reserves speedily,
since the regulatory authorities require that they be at least five
per cent by 1954.
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“This method of accomplishing the goal, however, strikes me as
a poor method of accounting for financial institutions intrusted with
the people’s savings. Such overvaluation of assets provides no
protection in case of stress, and involves a misconception of the
nature of true reserves which, by putting a brake upon too liberal
payment of dividends, are designed to offset declension of asset
values in adverse times. An association whose reserves are built
by this discount practice is to that degree deceiving itself and the
public as to the protection reserves are supposed to afford investing
members.
“I am told that one method employed by these savings and loan
associations in carrying out this discount device for increasing
reserves is to ask the seller of the mortgages to bill the buying
association at par for them and to remit a check for the amount of
the discount as ‘commission’ for the purchase. On the surface, it
thus appears as a purchase at par, and the ‘commission’ is said to
be immediately earned and therefore properly credited to earnings
and reserves right away. In his federal income-tax accounting, the
seller thus hopes to be able to deduct the whole discount as a ‘cost
of doing business,’ whereas if he sold the mortgages at a discount,
the discount could only be regarded as a ‘capital loss.’ So the argu
ment runs. These angles seem to me to offend proper accounting for
financial institutions. Theoretically, it would be possible also for the
seller of bonds at discount to bill the buyer at par and then remit
his check for the discount and call it ‘commission.’ I do not believe
that is ever done, however. I do not see how the fact that one
sale is of bonds and the other of mortgage loans warrants a dif
ference in treatment; nor does the fact that these mortgage loans are
amortized over their life whereas the bonds are not so amortized,
make any difference that warrants a different treatment.
“I am not an accountant, just an economist who wishes to be
assured he is thinking on the right track. If the practice of treating
discount as earned income the day of discounting (purchasing)
grows to sizable proportions, the good name of investments in in
sured savings and loan associations will be jeopardized—and that
would be a shame!”
Our Opinion
The practices described with respect to the accounting treatment
by some savings and loan associations of discount on mortgages
purchased are, in our opinion, clearly improper and contrary to
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generally accepted accounting procedures. We are completely in
agreement with our correspondent when he states that, “If the prac
tice of treating discount as earned income the day of discounting
(purchasing) grows to sizable proportions, the good name of invest
ments in insured savings and loan associations will be jeopardized
—and that would be a shame!” And we are not at all sure the prac
tice is not growing, if we may judge from the fact that we recently
had another inquiry from a completely independent source request
ing our opinion as to the propriety of such practices. The procedure
whereby the seller bills the purchaser at par and then remits the
amount of the discount to the purchaser was also described by this
other source.
It seems to us that there are only three accounting treatments of
discount on mortgages purchased that are acceptable: either (1) the
discount is ignored and the investment stated continuously at cost;
or (2) the investment is recorded at par and the unaccumulated dis
count is reflected on the balance sheet as a contra to the investment
account; or (3) the discount is ignored, and the investment is pe
riodically revalued at its “fair market value.” If the first treatment
above is employed, profit or loss is recognized only when the mort
gage is resold or, if the mortgage is held to maturity and there is
no default, the discount becomes a profit at that time. If the second
treatment above is employed, the discount is accumulated systemat
ically as income during the life of the mortgage, either by use of
the straight-line or the so-called interest method.
W e are inclined to think that the deceptive practice described in
our correspondent’s letter might actually provide an incentive for
an association’s purchasing inferior mortgages, i.e., those which
may be acquired at large discounts not so much because their
interest rate varies from the going rate, but because there is a real
question as to their ultimate collectibility. In short, the greater the
discount, the more income could be reflected immediately. We trust
that independent certified public accountants will nip this practice
in the bud whenever and wherever they encounter it.

Involuntary Conversion

We have been asked what is the most acceptable balance-sheet
presentation of accounts in a situation involving involuntary con
version.
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Our correspondent states his problem in the following manner:
"One of our clients suffered a loss of substantially all fixed assets
as a result of a fire in 1950. The fire and subsequent replacement of
the fixed assets resulted in the following condition:
1. Proceeds from insurance exceeded the net book value of the
fixed assets destroyed by approximately $600,000. This gain from
involuntary conversion of the assets was handled as outlined in the
Internal Revenue Code in order to prevent the immediate taxing of
the gain.
2. The total cost of replacement of the fixed assets destroyed by
the fire amounted to approximately $2,200,000.
"We understand, of course, that from a tax standpoint, the basis
of the new assets for purposes of depreciation accounting is the
$2,200,000 less the $600,000. What we would like to know is how
the $600,000 should be reflected in the balance sheet. Should it be
set up as a special surplus account, should it be combined with
earned surplus, or should it be reflected as a deduction from the
fixed assets?”
Our Opinion
In our opinion, the sound treatment, from an accounting point
of view, of the new assets would be to state them at the cost at
which the old facilities were replaced, despite the fact that a differ
ent basis may be used for tax purposes. We believe the gain result
ing from the excess of the insurance proceeds over the net book
value of the fixed assets should be credited to income or earned
surplus, whichever may be appropriate in accordance with chapter
8 of Accounting Research Bulletin Number 43.
By way of explanation, perhaps a brief comment should be made
concerning the basic difference between the tax approach and what
we believe to be the generally accepted accounting approach to a
situation involving the “involuntary conversion” of property. Where
the entire insurance recovery, condemnation award, or other pro
ceeds arising from involuntary conversion are invested in similar
property, the tax treatment results in deferring recognition of any
gain or loss on the property involuntarily converted, and recogniz
ing gain or loss only at such time as the replacement unit is volun
tarily eliminated from the accounts in the future. The transaction is
not considered closed for tax purposes since the taxpayer was not
responsible for the conversion.
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On the other hand, the generally accepted accounting view is
that the involuntary conversion requires first, a recognition of the
fact that an old unit must be eliminated from the accounts and a
gain or loss recognized once an insurance settlement or condemna
tion award has been made, and second, that the basis of the new
unit acquired to replace the old unit must be accounted for in
terms of its actual acquisition cost.
In short, the tax treatment is based on what might be described
as a “round-trip” view of the transaction, while the generally ac
cepted accounting approach is to break the transaction down into
its basic elements, namely, (1) elimination of an old property unit
and (2) acquisition of a new unit, and then to account separately for
each element.

Should Cost-Reimbursement
Contract Billings Be Included in Sales?

“I should be obliged,” a correspondent writes, “if you would let
me know whether or not you think the billings of cost-reimburse
ment contracts should be included in sales in this situation.
“A company has a number of cost-reimbursement facilities con
tracts as well as fixed-price and cost-plus-a-fixed-fee contracts with
the United States Government. All contracts have a renegotiation
clause. The cost-reimbursement facilities contracts, in which no profit
is allowed, are for machinery and equipment procured or built for
the account of the government, and used in producing certain
military items under other types of contracts.
“The controller of the company wants to include in sales the bill
ings of the costs of the facilities procured under the cost-reimburse
ment contracts. He supports his contention by referring to the
classification of renegotiable sales on the Standard Form of Con
tractor’s Report, RB Form 1, because such billings would be re
ported in item 11-A-1-(c) in view of the renegotiation clause in the
contracts.
“While I admit that the billings of the costs of the cost-reimburse
ment facilities contracts should be reported in item 11-A-1-(c) of
RB Form 1, I think it is incorrect to classify such billings as sales
because:
“a. The gross profit ratio would be distorted.
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“b. The sales volume would not be stated correctly.
“c. The items involved are not those sold by the company in its
ordinary course of business.
“I think that when the costs are billed they should be either
credited to the cost or expense accounts to which they were origi
nally charged, or credited to an ‘other income’ account to which
the applicable costs should be charged; the balance in the latter
account would, of course, be zero. I prefer the latter method be
cause all the billings and related costs would be shown in one
account for ready reference.”
Our Opinion
We are inclined to feel that the principle of informative dis
closure tends to discountenance the view taken by the controller—
especially if he, without any explanation, would include facility
contract billings and costs indiscriminately with sales and costs
attributable to the regular operations of the business, in the income
statement.
Although the American Institute of Certified Public Accountants’
committee on accounting procedure, in chapter 11(a) of Accounting
Research Bulletin Number 43, “Cost-Plus-Fixed-Fee Contracts,” was
not addressing itself to cost-reimbursement facilities contracts as
such, some of the language used therein would appear to support
our correspondent’s position. For example, in paragraph 3 of the
Summary Statement in that bulletin, the committee said:
“Where CPFF contracts involve the manufacture and delivery of
products, the reimbursable costs and fees are ordinarily included in
appropriate sales or other revenue accounts. Where such contracts
involve only services, or services and the supplemental erection of
facilities, only the fee should ordinarily be included in revenues.”
It would seem to follow from the foregoing that if no fee is pro
vided for in connection with a government contract for the erection
of facilities, costs and billings would ordinarily not be included in
the income statement, and the statement would not be affected by
the contract at all.
W e tend to agree with our correspondent that, if material, in
clusion of facility contract billings and offsetting costs with regular
sales and costs in the income statement distorts the profit ratio
ordinarily shown by a company from sale of its products.
A possible compromise treatment might be to show the billings
and costs on facilities contracts as two separate offsetting items in
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the other income and expense or "nonoperating section” of the
income statement. However, if the items are excluded entirely from
the statement proper and they are material in amount, it would
seem that the extent of the company’s facility contract activities
should be disclosed in a footnote.

Accounting for Income from
Television Service Guarantees

Many accountants having clients in the electrical appliance busi
ness are perhaps already familiar with the accounting treatment of
service guarantees. However, it appears that the question of proper
allocation of service guarantee income is taking on added impor
tance in view of present large-scale activity in the sale and servicing
of television sets. W e believe the two letters presented below
together with the opinions obtained from two accounting firms
provide timely information to those of our readers currently facing
this problem for the first time.
The first letter follows:
"I have a client engaged in the electrical appliance business in
cluding a large service department.
“This service department sells to customers what is called a
‘service policy’ on television sets guaranteeing initial installation
and also labor and part replacements on the sets for one year. A
fee for this policy is charged from $35 per year and up depending
on the size of the set.
"My client has told me that he believes it customary to credit
prepaid income’ for this policy fee and to transfer to ‘income’ 45
per cent of this fee for the first month the policy is in force and to
transfer 5 per cent each additional month. The large initial fee, he
said, is due to the additional work in installing, tuning, etc., when
first installing the set.
“I have two questions: Is the above good accounting treatment?
Does the large initial transfer of 45 per cent to ‘income’ seem ex
cessive?”
Some Replies
One prominent accounting firm whom we contacted on this ques
tion was of the opinion that “if there were no other charge for
initial installation, which is undoubtedly the most expensive part of
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the servicing, the procedure outlined appears to be reasonable.”
Another accounting firm made the following reply:
“Where a customer pays a fee which covers both installation and
servicing for a year, it is customary to take into income 45 per cent
of the fee in the first month and 5 per cent in each of the succeeding
11 months. This allocation is based on the assumption that 40 per
cent of the fee relates to installation and the balance to servicing.
Where the fee covers only servicing it is usual to spread it evenly
over the entire year.
“As a practical matter this is good accounting as it approximately
matches income with the related expense. There would not be ac
counting justification for taking up 45 per cent of a fee in the first
month which covers nothing but servicing, as experience shows that
the demand for service will probably arise in any month of the
period covered.”
The following letter was also submitted to us asking for our
opinion on the proper method of accounting for revenue and ex
pense under television service guarantees:
“W e have recently been engaged by a new client who has acquired
a business which has been in existence approximately one year. This
business consists of the installation of television sets and the subse
quent servicing thereof. The servicing of the television sets is
charged to the customer either as a direct service charge or under
a service guarantee. The service guarantees are usually for a period
of one year with a definite charge for that particular year based on
the type of the individual set to be serviced. The company will also
contract for second, third, etc., years’ guarantees. The sets in most
cases are sold by dealers who in turn contract directly with the
customers for the guaranteed service. The dealer in turn sub
contracts this guaranteed service to our client. The dealer charges
the customer directly in advance and in most cases releases money,
covering the guarantees, to our client on a monthly pro rata basis
or in some instances on a fixed sum holdback basis. Occasionally
our client contracts directly with the customer for guaranteed
service.
“Inasmuch as television is relatively new in this locality and also
because of insufficient records of the predecessor company, we do
not have an experience factor relative to the average number of
calls made under each guarantee to guide us in deferring income.
However, we have found that, in a random check of customers’ ac
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counts, most of the service calls under guarantee are made in the
first part of the guarantee year.”
This letter is included since it throws additional light on these
service guarantee arrangements. The last sentence indicates that,
even in cases where installation is not covered by the service guar
antee, there may be a valid basis for accruing greater amounts of
the service guarantee income in the early months of the contract
period. However, spreading the income from service guarantees
ratably over the contract period appears to be the most practical
procedure in most cases in which installation is not included in the
service guarantee.

Endowment Fund's Treatment of "Capital
Gain" Dividends from Investment Trust

The following request for an opinion was recently received from
an accounting practitioner. Our first answer appears below together
with a further exchange of correspondence with respect to the ques
tion raised.
Correspondent’s First Letter
“Our problem concerns the accounting for investments in a local
university. The university has invested a portion of its General
Endowment Fund in investment trust securities similar to Keystone
Custodian Fund, Massachusetts Investors Trust, etc. Annually, these
trusts declare capital gain dividends to the university. University
officials contend that such capital gain dividends should be credited
against the principal of the fund, while it is our opinion that such
capital gains should be taken into income. If the university’s method
were followed, it is conceivable that the entire cost of the investment
would be wiped out, but it still would have a substantial market
value with a cost of zero in the investment account.
“It is our understanding that there are some universities who
credit such gains to an account ‘Reserve for Investments.’ However,
we can find no justification for this treatment in university account
ing texts or other information available.”
Our First Reply
Your question concerns the propriety of treating so-called “capital
gain dividends” received from various investment trusts by a uni
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versity as trustee of a general endowment fund, as a credit “against
the principal of the fund.” You state that, in your opinion, “such
capital gains should be taken into income . .."
First, we should mention the interpretation we place upon your
words. When you speak of crediting the capital gain dividends
“against the principal of the fund” and thereby reducing the invest
ment account, we assume you are using the word “principal” to
refer to the investment account. Otherwise, we cannot see how
credits to “principal” would serve to reduce the investment. Ordi
narily, the word “principal” in fund accounting is taken to mean
the difference between the assets of the fund and its liabilities.
The thought occurs to us that perhaps the university officials had
in mind crediting the “principal” in the latter sense, i.e., crediting
the fund equity.
In the absence of specific provisions to the contrary, gain or loss
on sale of investments of a trust fund is not taken into a university’s
statement of current income and expenditures but is usually treated
as an increase or decrease in the fund principal (equity). Accord
ingly, if it can be convincingly shown that capital gain dividends
are similar in nature to gains made upon sale of the endowment
fund’s own securities, then there would be a generally accepted basis
for crediting such dividends to the fund principal (equity).
The only occasion for the direct crediting of the investment ac
counts would seem to be a case in which the dividend was in the
nature of a liquidating dividend or return of capital.
It seems to us the issue turns on whether the recipient fund can
rightfully regard the dividends as capital gains basically similar to
gains made on stock sold by the fund itself. Perhaps the decision on
this point should be affected by whether or not the dividends
were received from a mutual investment trust. As we understand it,
investment trusts specify certain dividends as being “capital gain
dividends” in order that a taxpaying shareholder may report such
receipts as long-term capital gains in its tax return. The university,
however, is presumably not concerned with any tax aspect. Cer
tainly, when an industrial company pays dividends out of the
proceeds of its capital gains, the recipient shareholder treats such
dividends as ordinary dividend income. However, the special nature
of a mutual investment trust might require a different treatment
for those dividends specified to be capital gain dividends. In view
of the fiduciary obligations involved, this would appear to be a
question on which legal counsel should be sought.
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Correspondent’s Second Letter
". I wish to clarify the information in my original letter regard
ing the treatment of such dividends by the university in question.
"In this case, the so-called capital gain dividends which were
received in cash were credited directly against the cost of the
investment which, if continued over a long enough period of time,
could conceivably eliminate the cost of the security on the books
of the university. Our contention was that such capital gain divi
dends were not in the sense of return of capital but were income. A
review of the history of investment trusts over the last ten-year
period shows that the market value has changed very little, indicat
ing no diminution in the value of such securities.
"As stated in our previous letter, university officials now wish to
credit such so-called capital gain dividends to an endowment fund
‘reserve for investment' account. Thus a portion of the dividend
represented by the investment trust as income is taken into income,
and the portion designated as capital gain is credited to the reserve
account. This treatment, of course, tends to build up the principal
of the fund. Another thought occurs to us regarding the treatment
as income of such dividends. Most donors have in mind when they
make a gift of such securities or a gift which is later invested therein
that the income therefrom consisting of dividends is to be used for
the purpose stated in the gift. We doubt very much if the donors
contemplate that a portion of the dividends should be retained for
building up the principal in the fund. It is, of course, fundamental
that the officials and trustees of the university are charged, in ac
cepting a gift, to utilize the income therefrom for the purpose stated
in the terms of the gift.
"On the basis of the additional information, would you please give
us the accepted university accounting treatment given to capital
gain dividends received from investment trusts such as Massachu
setts Investors Trust, Keystone Custodian Funds, etc.”
Our Final Reply
The questions involved obviously do not relate solely to account
ing principles. There are legal aspects to this question which, pre
sumably, should be passed upon by an attorney. We have in mind
interpretation of the trust instrument itself and, in the event of its
silence on the immediate issue, interpretation of relevant sections
of the statutes which bear on the question.
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In the absence of a positive ruling by counsel to the effect that
such dividends constitute income, we believe they should be treated
in accordance with the opinion expressed by the trustees of the
Massachusetts Investors Trust. In referring to such dividends in
the annual report, the trustees state their opinion that “these
special distributions should be regarded by shareholders as partial
distributions of principal, and not as income.” This language, while
emphatic on the point that “capital gain dividends” should not be
considered income, would still seem to leave unresolved the specific
treatment to be followed in the accounts of the endowment fund.
“Partial distributions of principal” strongly suggests that a partial
return of the endowment fund’s capital is involved. Such an in
terpretation would clearly call for a direct credit against the cost of
the investment.
On the other hand, if the so-called “dividends” are considered as
capital gains or as accretions to principal, a credit to the principal
(i.e., equity) of the fund would seem to be in order. A credit to a
“reserve-for-investment” account would likewise appear to be a
proper alternative treatment, if the reserve were looked upon as
a segregation of principal which might be used to absorb capital
losses in the future. Our inclination would be to credit the principal
or reserve in view of the fact that the market value of the investment
trust shares has shown no diminution within the last ten years.
Two final observations: It seems rather futile to decide the ac
counting treatment on the basis of what the donor may have had in
mind—unless the donor has made the treatment mandatory by ex
pressly covering the situation. That is why we feel a legal con
struction may be necessary to resolve the point. Further, we have
not given you the “accepted university accounting treatment” here
because, in the absence of an actual survey on the point, we were
not able to determine the general practice with respect to such
“dividends.”

Recognition of Income from
Sale of Oil Payment

In what year or years should income from the “sale” of an oil
payment be recognized?
That, substantially, is the question raised by a correspondent who
states that one of his clients is going to sell an oil payment from one
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of its producing oil-and-gas leases. The oil payment to be sold is
for $1,250,000 and the sales price for it will be $1,000,000. It is
estimated that the $1,250,000 will pay out over a three-year period.
The company will divest itself of all interest in the oil payment
sold at the time of its sale, and will thereafter be under no obliga
tion to guarantee the payment of the full $1,250,000 (i.e., if the well
goes dry before the oil payment amounts to $1,250,000, the pur
chaser of the oil payment will not be able to look to the client to
recover the balance). This feature of the transaction, it seems to
us, differentiates it from most other cases in which payment for
goods or services is received in advance.
The client company has suggested that the $1,000,000 sales price
should be set up in a deferred income account and brought into
income as the oil is produced. The rationale is that the transaction,
in substance, represents a payment in advance for sales to be made,
and that when the vendor of an oil payment is actually producing
the oil, it is reasonable to match the income from the sale with
costs incurred over the production period. On the other hand, some
producing companies take up the income from the sale of such a
payment immediately, and simultaneously set up a liability for the
estimated costs of lifting the oil over the pay-out period. In other
words, there seems to be precedent in practice for handling the
matter either way.
Our Opinion
It is almost axiomatic in accounting that “profit belongs to the
period of sale,” or that the completed sale is the accepted test or
evidence of revenue. This rule would seem to apply to the transac
tion under discussion, whether it is described as a “sale” of an oil
payment, or an “assignment” of oil in place, or the “discounting” of
a claim to future income. About the only situation, it seems to us,
in which it would be appropriate not to use the completed sale as
the occasion for recognition of revenue in transactions of this kind,
is one in which the costs to be incurred after the sale is consummated
are so material and unpredictable that they cannot reasonably be
provided for. In short, the exception should be operative only when
the circumstances are such that the costs cannot be matched with
related revenues until the costs have actually been incurred.
If we are correct in our understanding that, as a general rule in
the sale-of-an-oil-payment type of transaction, the costs of “lifting”
the oil are relatively nominal and may be estimated within reason
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able limits, it is our opinion that the vendor of an oil payment
should take the sales price up as income immediately. In that event,
of course, a reasonable charge should be made for the estimated
future costs applicable to the oil payment production and a cor
responding liability set up.
On the other hand, if the anticipated future costs applicable to
oil payment production are expected to be substantial in amount,
and it is impracticable to estimate such costs in advance, we believe
the taking up of the income should be deferred over the production
period in order to effect a proper matching of costs and revenues.
The fact that this would be the more conservative method might
be an influential factor in its favor in reaching a decision in cases
where there is reasonable doubt as to the category in which a par
ticular transaction belongs; but, by itself, we believe the argument
of conservatism should not carry much weight in deciding between
the two methods under consideration.

An Aspect of Depreciation Policy; and
Year-End Recording of Sale and Purchase

“I would like to have your opinion,” writes a correspondent, “on
a couple of accounting matters with which I am confronted in my
practice:
“1. A cooperative has been in the practice for several years of
depreciating fixed assets down to the value which they consider
they could get for the asset if they were to sell it. In other words,
some of their fixed assets have been depreciated so that a value still
remains in the fixed-asset account of several thousand dollars, and
they are not computing depreciation on these assets any longer. Is
such a depreciation policy considered good accounting?
“2. Another cooperative is a selling organization for several mem
bers. This cooperative takes orders for powdered milk and then
sends the orders to a member for fulfillment. All money for these
sales is received by the cooperative, and in turn, it pays the members
for the merchandise it has purchased. The merchandise is shipped
directly from the members to the buyer.
“Can a transaction in which the selling organization sells mer
chandise to a buyer ‘FOB destination’ be considered a separate
transaction from the purchase of the merchandise wherein the pur
chase was made ‘FOB shipping clerk’? In other words, at the end
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of a year, if merchandise was bought ‘FOB shipping clerk’ on
December 31 and the sale was made ‘FOB destination’ and it was
impossible for the merchandise to arrive at the destination before
the end of the year, should the purchase be taken up one year and
the sale in the following, or should they be recorded in the same
year?”
Our Opinion
1. With respect to the question on depreciation, the committee on
accounting procedure has stated that “accounting for fixed assets
should normally be based on cost,” and this view is almost uni
versally accepted in general practice.
Strictly speaking, however, the “cost” base to be depreciated is
generally considered to be total cash or equivalent cost including
charges such as transportation and installation and excluding dis
counts and allowances, less estimated salvage, scrap, or junk value.
Practice seems to be unsettled as to whether estimated gross
salvage or only net salvage (estimated gross salvage less removal
or demolition costs) should be used. As a practical matter, we be
lieve many companies disregard adjustments of cost for salvage on
the assumption that gross salvage and removal costs will tend to
offset each other.
From the description in our correspondent’s letter we cannot be
entirely sure whether his client’s procedure purports to take esti
mated salvage into consideration in determining the base to be
subjected to depreciation accounting. If such is the objective, it
would seem to have support in practice.
It should be emphasized that depreciation must be spread over
the estimated useful life of the assets involved. If the client's pro
cedure involves immediate write-downs or acceleration of deprecia
tion in such a manner that the cost base is prematurely written off,
it would obviously be unsound from the standpoint of generally
accepted accounting procedures.
2. Regarding the question as to whether a sale and covering pur
chase should be recorded in the same year, under the circumstances
described, we have the following opinion.
At the outset it should be stated there may be a legal question
whether the member ever makes a “sale” to the cooperative (or the
cooperative a “purchase” from the member). The terms of the mar
keting agreement in effect might throw some light on that question.
The answer would appear to depend on whether the relationship of
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the cooperative to its members is one of independent contractor or
one of agency.
Assuming, however, that the cooperative does make a sale to the
ultimate consumer and a separate covering purchase from its mem
ber, our correspondent is apparently concerned with the distortion
which results at the end of an accounting period when a covering
purchase has been made and recorded but the recording of the
corresponding sale has been deferred until the following period.
Presumably, he is regarding the completed sale as the occasion for
recognition of revenue, and because of the shipping terms, “FOB
destination,” feels that property in the goods (i.e., title) has not
passed until the goods arrive at their destination.
Our feeling with respect to this question is that the purchase and
corresponding sale should be accrued simultaneously, and that there
is no need to follow a strict title theory in determining the occasion
for recording the purchase and sale. W e believe that, from the
standpoint of routine accounting, the booking of sales upon the
occasion of shipment is desirable practice, irrespective of whether
vendor or vendee, because of the shipping terms or other specifi
cations in the contract of sale, bears the risk of loss during transit.
The really important considerations are consistency and a proper
matching of costs and sales.

Accrual of Rate Increase by Utility
Pending Completion of Rate Investigation

“Applications for substantial rate increases have recently been
filed with the Federal Power Commission by a number of regulated
natural gas transmission and distributing companies,” writes a
reader. “Under the Natural Gas Act, the Commission does not have
the power to suspend rate increases for more than five months after
the proposed effective date. It must then permit the rates to be
collected under bond, subject to refund by the company to the extent
required by the Commission after completion of its rate investiga
tion. Rate investigations require considerable time, and much more
time will elapse if the decision of the Commission is appealed to
the courts. Thus, substantial sums are being billed and collected,
all or part of which may be subject to refund with interest, but
the amount of refund, if any, cannot be determined until final con
clusion of the rate case and possible appeal.
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“The cash received from the increased revenues,” the reader con
tinues, “is not subject to any restriction as to use nor does the
Commission require that any part of the increased revenues be
subject to reserves.
“This situation raises a serious question as to the proper account
ing for the increased revenues pending conclusion of the rate in
vestigation and possible appeal. For example, take a company which
has made a very thorough study of its rate structure and has been
advised by independent rate experts that the company’s revenues
are less than the return permitted by the Federal Power Commission.
The company, therefore, files a request for increased rates which
would provide what they believe to be a proper return. After five
months the company is permitted to bill and collect the increased
rates after filing bond and agreeing to refund with interest the
amounts, if any, found to be not justified at final conclusion of the
rate investigation. There is no restriction on the use of the cash
collected. The company believes, and is supported in its belief by
its independent rate experts, that no refunds will be made. It ap
pears that the company would be required to report all the in
creased revenue for income-tax purposes in the years in which
received and deduct any refunds to customers in the year in which
such refunds were required to be made. Here are my questions:
“Under these circumstances, would it not be proper accounting
for the company to include the increased billing in its income state
ment and explain by footnotes stating the amount of such increase
remaining in net income after deduction for federal income taxes?
“Would a company be justified in excluding from its income
statement the revenue due to the rate increase; and if so, would
the accumulated amount of the increased revenue be taken into the
income statement for the year of approval, assuming the company's
rate increase were finally approved? This would seem to be im
proper accounting, and it could be disastrous if the tax returns were
filed on this basis.
“Would a company be justified in setting up a reserve for the net
income after taxes resulting from the increased rates, or a reserve
for an estimated amount of a possible refund? This treatment might
be conservative, but the stockholders might feel that the manage
ment did not act in good faith or that management and its in
dependent rate experts did not believe the increased rates to be
proper.
“I cannot find any authority on this matter and would appreciate
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an opinion as to the general question which is now arising and will
probably be with us for some time.”
Our Opinion
It is our opinion that the treatment to be followed would depend
on how satisfied the auditor is with the merits of the company’s
application for a rate increase.
If the management and independent rate experts are confident
that the application will be granted, there is considerable support
for including the increased billing in the income statement and pro
viding full disclosure in a footnote, stating the amount of such
increase remaining in net income after deduction for federal income
taxes. If, on the other hand, there is considerable doubt as to the
outcome of the application, the increased revenues should be offset
by a reserve, net of taxes, either in full or to the extent of any
anticipated refund.
The auditor in the situation you outline, presumably not being a
rate expert, would have to rely on the opinions of management and
the independent rate experts in much the same way as he would
have to rely on the advice of counsel in determining whether or not
to set up a liability, and if so, the amount thereof, for legal suits
initiated against his client.

Recording Sales and Purchases
O f Scrap Metals

A correspondent writes to us in the following manner:
“I have some clients who are engaged in dealing in scrap metals.
Their usual practice is to buy against confirmed orders and have
their sources of supply ship directly to the customer.
“When buying and selling scrap metals, the total price for a par
ticular lot is based upon the quantity of each kind of metal con
tained therein. An analysis is made by an independent laboratory,
and each metal is charged for at an agreed upon price per pound
or per ton. However, the supplier insists upon a substantial payment
upon shipment to the customer, often 75 to 80 per cent of its esti
mated value. In turn, my clients obtain similar payments based upon
the estimated selling price. In some cases invoices are rendered show
ing the estimated quantities, and in other cases no invoices are
rendered until the exact amounts have been determined. In the first
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case an adjustment is made at such time as the final totals are fixed,
sometimes two or three months later, cash settlements being made
at the same time. Such adjustments are often substantial in amount,
especially where the material does not come up to expectations.
“My problem is:
(1) Assuming such shipments have not yet been settled at the
time the report is prepared:
(a) Shall I show the purchase and sale at the original esti
mated amount?
(b) Or shall I ignore both the purchase and sale and make a
note in the report to such effect?
(2) Assuming such shipments have been settled after the balancesheet date but prior to the date of the report:
(a) Shall I accrue such adjustments for report purposes?”
Our Opinion
In our opinion all purchases and sales should be recorded at the
most reliable figures available, and retroactive effect should be given
in the accounts to adjustments based on laboratory analyses and
cash settlements completed after the balance-sheet date but prior
to the issuance of the report. However, there would still be a ques
tion calling for the exercise of your own judgment as to whether
subsequent adjustments might be of sufficient materiality to require
a qualification of your opinion or prevent the expression of an opin
ion on the financial statements presented.
From the limited statement of facts contained in your letter we
do not feel we have a sufficient basis to judge whether recording
the various purchases and sales in terms of estimated amounts
would result in statements so tentative in nature as to be misleading.
The extent to which this would be the case would seem to depend
in large part on the relative number and amount of transactions
carried out within the fiscal year on the estimated basis which re
main unsettled and unadjusted for at the report date. W e would
suppose that at any balance-sheet date not more than about two
or three months' estimated sales and purchases would be unsettled,
and that a substantial portion of these might be adjusted by the time
your report is issued. Of course, we do not know what proportion
of recorded sales and purchases these transactions on the estimated
basis usually constitute.
Many figures appearing in financial statements are the result of
estimates and are subject to later adjustments. If the estimates in a
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case of this kind are carefully made, the adjustments would tend to
cancel each other out. Presumably, any such offsetting adjustments,
when actually made, would have about the same offsetting effect
upon the cost, revenue, and balance-sheet accounts involved. Also,
the adjustments upward or downward with respect to the cus
tomers’ obligations to your client would be partially compensated
for by corresponding adjustments upward or downward with respect
to your client’s obligations to suppliers.
The procedures followed with respect to government contract
renegotiation which, in effect, involved an adjustment of a prior
year’s sales revenues might be of interest in your situation, espe
cially as regards the question whether financial statements might
properly be certified if substantial adjustments to sales and pur
chases are pending. When renegotiation was in its infancy there was
very little basis for estimating a provision for possible refund, and
the auditors generally qualified their opinions with regard to the
possible liability for a renegotiation refund. Later, companies com
monly made provisions in the accounts for possible renegotiation
refunds on the basis of a previous year’s experience, and often un
qualified opinions were given by the auditors. It is doubtful whether
in your case any prospective adjustments of sales and purchases
would have any more material effect on the statements than many
of the adjustments which were required as a result of renegotiation.
However, you will still have to consider whether the circum
stances in your case are such that reference should be made to the
unresolved transactions in a footnote to the financial statements and
also whether the situation warrants a qualification in your report or
the withholding of an opinion.

EXPEN SES

The Minimum Liability for Pension Costs

Accounting Research Bulletin Number 47, “Accounting for Costs
of Pension Plans,” expresses a preference for full accrual accounting
for current pension costs and for costs based upon past services. It
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recognizes, however, that differences in accounting for pension
costs are likely to continue for a time and it therefore contains a
provision for a minimum accrued liability, as follows:
“Accordingly, for the present, the committee believes that, as a
minimum, the accounts and financial statements should reflect
accruals which equal the present worth, actuarially calculated, of
pension commitments to employees to the extent that pension rights
have vested in the employees, reduced, in the case of the balance
sheet, by any accumulated trusteed funds or annuity contracts
purchased."
The research department has received a number of requests for
an interpretation of this provision, especially as to the meaning of
the term “vested” in the expression “to the extent that pension
rights have vested in the employees.”
The committee used the term “vested” to indicate obligations
which were definite and inescapable, as where an employee has
already retired, is qualified for retirement, or has left the company
prior to the retirement age under an irrevocable agreement that he
is entitled to a pension from his former employer at the time when
he reaches the retirement age.
Under some pension plans the liability of the employer appears
to be limited to the amount in a specified pension fund. If the full
requirements of funding have been met, there may, strictly speaking,
be no further vested rights which will support the requirement of an
additional accrued liability. It should be noted, however, that the
Bulletin takes the position that a strict legal interpretation of the
pension agreement may not be realistic and that the accounting for
the costs of a pension plan should be based upon long-range con
siderations. This approach to the problem is stated as follows in
paragraph 5 of the Bulletin:
“In the view of many, the accrual of costs under a pension plan
should not necessarily be dependent on the funding arrangements
provided for in the plan or governed by a strict legal interpretation
of the obligations under the plan. They feel that because of the
widespread adoption of pension plans and their importance as part
of compensation structures, a provision for cancellation or the ex
istence of a terminal date for a plan should not be the controlling
factor in accounting for pension costs, and that for accounting
purposes it is reasonable to assume in most cases that a plan, though
modified or renewed (because of terminal dates) from time to time,
will continue for an indefinite period.”
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From the going concern point of view, which is generally adopted
in accounting analysis, it seems most unlikely that it would be safe
and proper to assume that a company would not have to continue
to pay pensions to those on retirement for the rest of their lives, or
not have to meet other similar obligations to its employees, even
though the “fine print’ in the pension agreement appears to limit
its responsibility to the amount in a fund which might not be large
enough to cover the actuarially computed amount of such obliga
tions. Only under the most drastic and extraordinary circumstances
would a company be likely to risk the ill will which would result
from failing to meet its implied responsibilities as indicated by its
general intent and past practices, even though an escape clause had
been written into the agreement.
Where full or substantial accrual of pension costs is being made,
the minimum liability provision would usually be effective only at
the start of a plan or for a short period thereafter. Ordinarily, the
accruals would rapidly overtake the minimum amount. The amount
of the present value of pensions to be paid to employees who have
fully qualified for such payments would, at the start of the plan,
be set up as a deferred charge to be spread over an appropriate
number of future periods, unless the amount was so immaterial as
to justify its being absorbed in current income.
In the case of optional retirement provisions where, for example,
an employee may retire and become fully qualified for a pension
at any time after a specified number of years of service, the calcula
tion of the minimum liability would presumably be based upon an
estimate of the number of employees who would take advantage of
the early retirement provisions, as indicated by past experience of the
company or by other appropriate evidence.
Any accruals in excess of the amounts taken as deductions for
income tax purposes may properly be made “net of taxes” or be
offset by a prepaid income tax item.

Plant Fund Accounting in Hospitals

Considerable interest has been expressed in the accounting treat
ment accorded fixed assets in Case Studies in Auditing Procedure
Number 11, “A Hospital,” issued under the sponsorship of the AICPA
committee on auditing procedure. In response to requests from
several members for additional information relative to this subject,
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the authors of the case study have prepared the following ex
planatory material.
In general, those questions which have been received on the sub
ject of plant fund accounting can be classified into two categories:
(1) the basic philosophy underlying the accounting for hospital plant
and equipment, and (2) the actual entries required to record the
various plant transactions reflected in the case study.
Basic Philosophy Underlying Accounting for Hospital Plant and
Equipment
b u il d in g s .
It is the policy of the hospital reported on in the case
study to capitalize (in the plant fund) all expenditures for the
construction or expansion of buildings. No depreciation is provided
because the trustees, as a matter of policy, anticipate that replace
ment of properties will be financed through public subscription and
as a consequence do not provide for any recovery of building costs
in establishing rates for patient care.
e q u ip m e n t .
It is the general policy of the hospital to capitalize
all expenditures for equipment in the plant fund and to provide
depreciation on such equipment; depreciation provisions are funded
by the transfer of cash from the general fund.
Specifically, all purchases of equipment, either new in use or for
replacement purposes, are charged directly to the equipment asset
account in the plant fund. If the purchase is made by another fund,
appropriate interfund entries are made.
Departmental subaccounts are maintained in support of the
equipment control account and each such departmental equipment
account is in turn supported by a depreciation lapsing schedule.
Monthly depreciation provisions are made based on such schedules
by recording in the plant fund a credit to the depreciation reserve
and a charge to the “due from general fund” account. A similar
entry is made in the general fund charging operations and crediting
a “due to plant fund” account. The “due to” and “due from” ac
counts are settled by actual cash transfers from the general to the
plant fund.
No unit property records are maintained, primarily because it is
the opinion of the hospital that the benefit to be derived from such
records would not be commensurate with the cost of maintaining
them. Retirements are recorded only when equipment is fully
depreciated as indicated by the departmental lapsing schedules re
ferred to above; exceptions to this general rule are made only in
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the case of exceptionally large retirements of equipment not fully
depreciated or, in the case of significant equipment, fully depreciated
but still in service.
f u n d a c c o u n t in g .
As indicated in the foregoing paragraphs, a
segregated plant fund is maintained by the hospital. In addition to
serving as a repository for historical plant, equipment and de
preciation reserve balances, all mortgage indebtedness incurred for
construction purposes is recorded as a liability of the fund. Also, all
cash received for plant purposes is deposited in the fund and
invested until used for plant or equipment purchases, such cash
being received in the form of (1) donations made specifically for
plant purposes, (2) general donations or hospital net income allo
cated by the trustees to plant purposes, and (3) cash transfers from
the general fund to cover equipment depreciation.
R E P L A C E M E N T RESERVES A N D R EL ATE D CONSIDERATIONS.
In t h e O p e r 
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w h ic h

is

equal

to
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cost
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e q u ip m e n t r e p la c e d .

If a true replacement reserve were to be provided, it should be
adequate to maintain the equipment facilities of the hospital and
should take into account such increases (or possibly decreases) in
eventual replacement costs as might come about by reason of (1)
technological advances in the practice of medicine, and (2) changes
in purchasing power.
The inflation factor could be effectively provided for through the
use of statistically computed indexes. However, experience has
shown that technological advances in the field of medicine far out
weigh the inflation factor in the significance of their effect on re
placement costs and, unfortunately, no reliable method is available
to attempt to foresee what direction such advances might take with
relation to replacement costs.
In short, it is a practical impossibility to provide a reserve for
replacement which has true meaning and significance.
In lieu of such a replacement reserve the hospital has provided
depreciation based on original cost and charged this against plant
operations. Through the operation of its normal rate structure,
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Entries Required to Record Plant Transactions
(Wherever possible, amounts shown agree with the statements
presented in the case study.)
1. Purchases of buildings and equipment:
Plant Fund
Buildings
Equipment
Cash

xxxx
xxxx
xxxx

2. Purchases of buildings and equipment out of special-purpose
funds:
Temporary Fund (or other special-purpose funds)
Temporary fund—fund balance
Cash
Plant Fund
Buildings
Equipment
Plant fund—fund balance

xxxx
xxxx
xxxx
xxxx
xxxx

Entries such as the above were made in the case study hospital
and are reflected on Exhibit 2 in the case study in the following
amounts:
Transfer from:
Temporary fund
Restricted endowment fund—
Principal
Income
Total—plant fund

$ 2,000
11,600
800
$14,400
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3. Annual depreciation provision on equipment (normally made
monthly, shown here as annual amount to tie in with case study) and
related cash transfers:
General Fund
Depreciation expense
Due to plant fund
Plant Fund
Due from general fund
Reserve for depreciation of equipment

$12,400
$12,400
$12,400
$12,400

In practice, the due to and due from relationship between the
plant and general fund would probably be in evidence at year-end
and show up as such on the balance sheet. However, it was assumed
that the hospital was able to determine the amounts of depreciation
that would eventually be charged sufficiently in advance of the yearend so that the actual cash transfer was made before December 31.
The entry to record this transfer was as follows:
General Fund
Due to plant fund
Cash
Plant Fund
Cash
Due from general fund

$12,400
$12,400
$12,400
$12,400

As this cash in the plant fund is shown as invested, the plant
fund entry (also presumed to have been made before December 31)
would have been:
Plant Fund
Investments
Cash

$12,400
$12,400

4. Write-off of fully depreciated equipment:
Plant Fund
Reserve for depreciation on equipment
Equipment
286
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Accounting Treatment
of Deferred Compensation

A correspondent recently raised certain questions regarding
proper accounting for compensation when payment thereof is to be
deferred until after the employee leaves the company, and payment
is made contingent on the employee’s “not competing” and his ren
dering consultation services to the company after leaving the com
pany’s employ. Our correspondent was particularly concerned
with whether provision for such deferred compensation should be
made in the company’s income statement prior to the employee’s
leaving the company’s employ or whether a surplus reserve should
be set up. He also asked for information on treatments followed
by other companies in this accounting area.
Our Opinion
As many of our readers are aware, in chapter 13(a) of Account
ing Research Bulletin Number 43, the Institute’s committee on
accounting procedure concluded that, because costs of pensions
based on past service are incurred in contemplation of present and
future services, they should not be charged to surplus but to the
present and future period benefited. It seems to us that in account
ing for pension costs, the objective should be the recognition of
such costs during expected remaining average period of active
service of the employees covered by the pension plan.
In our opinion, whether the particular plan here is designated
as a “Deferred Compensation” or “Contingent Compensation” Plan
or as an “Employment Contract with Provision for Retirement Pay,”
it has many features in common with a pension arrangement, and
accordingly, compensation payments to be made subsequent to an
employee’s retirement should be provided for by charges to opera
tions over that employee’s remaining period of active service with
the company.
In the case of most deferred compensation plans, the salary
expense is incurred by the company and the income substantially
earned by the employee prior to his retirement. Provisions in em
ployment contracts such as (1) Consultation or advisory services
after retirement, (2) Covenant not to compete after retirement,
(3) Rendering of services up to retirement, and (4) Amount to be
received on retirement wholly contingent on employer’s profits, are
usually inserted as a precautionary measure to prevent the Inter
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nal Revenue Service from taxing the income when earned on the
theory that right to the income has vested. In many, if not most
cases, we believe the consulting services actually furnished after
retirement under these arrangements are insignificant. Only if it
were seriously contemplated that, upon retirement, an employee
would render consultation or advisory services on a large scale,
would we consider that a company should properly charge compen
sation payments to be made after retirement to operations of the
years in which the actual payments are made.

Wholesaler Accounting for Perishables

A correspondent presented us with the following problem:
“We are auditing the accounts of a large wholesale dealer in
fruits and vegetables whose procedure with respect to sales and
purchases is as follows:
“When carloads of fruits or vegetables are received a deferred
purchase account is charged with the cost price.
“As sales are made from individual cars they are credited to
deferred sales.
“Individual card record is kept on each carload and when the total
quantity received has been sold both the deferred purchase account
and deferred sales account are transferred to the regular purchase
account and the regular sales account.
“Therefore, it is apparent that at the end of the accounting
period there will be a number of cars on hand which have not been
completely sold out. It has been the custom of the dealer to show
as his inventory the total purchase price of the cars remaining un
sold less the sales applicable thereto. The reason advanced for this
procedure is that due to the highly perishable nature of the products
sold it is impossible to determine accurately the profit and loss on
any shipment until it has finally been disposed of.
“W e will greatly appreciate the courtesy if you will be good
enough to obtain for us some expressions of opinion from other ac
countants who handle accounts of a similar nature as to whether
or not this procedure would be permissible under generally ac
cepted accounting principles or trade customs.”
The following answers to this question were received from six
accounting firms:
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answer no . 1 : In the statement of the dealer’s procedure, physi
cal inventories of each car are not taken. Instead, it is said, the sales
from each car, up to inventory date, are deducted from the purchase
price of the carload, the remainder being considered inventory.
It appears that if cost of sales, instead of sales, were deducted
from the cost of the carload a more accurate valuation might be
arrived at, subject possibly to some deduction, based on experience,
for spoiled and damaged merchandise. In view of the records main
tained for each car, this information should be obtainable without
difficulty.
Preferably subject to the modification suggested, the procedure
suggested appears to be satisfactory; but I would hesitate to take
exception to the original proposal if it is followed consistently from
year to year.
answer no . 2: We have to suggest that there be established a
percentage loss on each carload, based on past experience, and that
such percentage be applied to the cost of each carload.
answer no . 3: The procedure outlined is obviously a very con
servative one. Our experience in this line of business has not been
very extensive but from what we can ascertain it is customary to
cost out the individual lots sold rather than to defer any profit until
a complete carload has been disposed of.
answer no . 4: I am afraid that the conditions of the correspond
ent's letter disqualify us as a respondent, since it is requested that
the query be addressed to "other accountants who handle accounts
of a similar nature.” We have no clients engaged in similar activities.
On the basis of general theory, it would seem that any merchant
who buys goods is subject to the hazards of deterioration and in
ability to make sales; that these general conditions should be recog
nized in the valuation of the inventory; and that similar procedures
might properly be applied to the instant case. It would seem that
instead of, in effect, applying all profits on sales as reductions of the
cost of unsold goods, it would be preferable to place an inventory
valuation on the unsold merchandise—such valuation to give recogni
tion to the degree of possibility that the merchandise may not be
salable.
answer no . 5: While we do not have clients with accounts of a
similar nature and are, therefore, not in a position to state whether
or not the procedure set forth in your letter would be permissible
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under trade customs, we are of the opinion that it does not otherwise
conform to generally accepted accounting principles.
answer no . 6: We do not recall that we have had any experience
with situations which parallel that contemplated in the problem set
forth in your letter. We note, however, that the reason advanced for
the use of the procedure outlined is the highly perishable nature of
the product sold. It occurs to us that within a relatively short time
after the close of the fiscal period the company should be in a posi
tion of determining with finality the profit which has been realized
on each carload of merchandise. From this information we would
assume that it should be relatively simple to compute that part of
the cost of each carload which might be properly considered as
relating to the quantity unsold at the end of the fiscal period.

Is the Retirement Reserve Method
Still Generally Accepted?

From time to time we have been asked for our opinion on the
important question whether the retirement-reserve method of ac
counting for fixed assets is still considered to be in accord with
generally accepted accounting principles. “The question has arisen,”
states one correspondent, “as a result of recent registration state
ments of public utility companies in which we have felt it was
necessary for SEC purposes to measure the current and accumulated
provisions for retirement’ against estimated amounts which would
be obtained by the use of depreciation accounting methods. How
ever,” he continues, “clients have in some cases objected to such
measurement on the ground that they were not attempting to
provide for depreciation in accordance with a straight-line or sink
ing-fund method, but were adhering to retirement-reserve account
ing, and that such procedure is acceptable to the particular state
regulatory authorities having jurisdiction.”
In our opinion, the retirement-reserve method of accounting
ceased to be a generally accepted accounting principle among com
mercial and industrial companies many years ago. While in the
years immediately following March 1, 1913, there were still many
instances where provisions for depreciation were made on a hap
hazard basis, it can safely be said that in the commercial and
industrial fields the marked change in thinking and practice with
respect to depreciation accounting in this country came about dur
ing the years following passage of the 1913 Revenue Act.
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In the public utility field, however, the retirement-reserve method
continued to have rather widespread use during the twenties and
the first half of the thirties and apparently still continues to be used
today although on a vastly diminished scale.
Perhaps the greatest single influence in perpetuating and encourag
ing the use of the retirement-reserve method in the utility field was
the National Association of Railroad and Utilities Commissioners
which adopted the method in 1922 in its new system of accounts.
The manual described the Retirement Reserve account as follows:
“To this account shall be credited such amounts as are charged
to operating expense account ‘Retirement Expense,' appropriated
from surplus, or both, to cover the retirement loss represented by
the excess of the original cost, plus cost of dismantling, over the
salvage value of fixed capital retired from service. When any fixed
capital is retired from service, the original cost thereof (estimated
if not known, and where estimated, the facts on which the estimate
is based should be stated in the entry) should be credited to the
proper fixed capital account and charged, plus the cost of retire
ment less salvage, to this account. If the credit balance in this
account is insufficient to cover the retirement loss, the excess over
the balance contained in the reserve should be charged to account
No. 132, ‘Property Abandoned,' which see, or other appropriate
account.
“The losses which this account is intended to cover are those
incident to important retirements of buildings, of large sections of
continuous structures like electric line, or of definitely identifiable
units of plant or equipment, and the purpose of the account is that
the burden of such losses may be as nearly as is practicable equal
ized from year to year, but with due regard for amount of earnings
available for this purpose in each year.”
Within the compass of a short discussion such as this we cannot
contrast to any extent the retirement-reserve and depreciation ac
counting methods, but perhaps it should be said that the most
commonly cited inadequacies of the retirement-reserve method in
clude the following:
1. The reserve ordinarily does not measure, in terms of cost, the
expired portion of the economic life or usefulness of fixed assets at
any given time, the reserve being considered sufficient if large
enough to absorb any plant retirement contemplated currently or
within a relatively few years.
2. Where the “percentage of revenues less maintenance” formula
for estimating “retirement expense” is used, the amounts charged
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to retirement expense are irregular, fluctuating not only with the
amount of revenues but also inversely with maintenance cost.
3. Many replacements of like kind are, under the method, charged
to expense, the costs of the original units remaining in the fixed
asset accounts.
4. The method is fraught with the danger of giving rein to the
making of inconsistent provisions as between accounting periods
and does violence to the concept that utilization of service capacity
of plant is a regularly recurring cost entering into a determination
of net income.
The results of sponsorship of the retirement-reserve method by
the NARUC were such that in 1937 Perry Mason in his Principles of
Public-Utility Depreciation (American Accounting Association, 1937)
was able to write that since 1922, “a number of the state commis
sions have adopted the system and at the present time over half of
them use this uniform classification for at least a part of the utilities
under their jurisdiction.” He also named some 13 states which at that
time prescribed other systems for all of their utilities and stated that
“New York and Wisconsin used the system for a time but abandoned
it in 1933 and 1932 respectively.”
The trend among the utilities for the past 15 years, however,
has been definitely towards the use of depreciation accounting; the
retirement-reserve method is no longer sponsored by the NARUC
or by the principal regulatory bodies such as the ICC and the FPC.
George O. May’s comments in Financial Accounting regarding the
NARUC’s sponsorship of the retirement-reserve method gives valu
able perspective to the points here considered:
“No history of depreciation accounting can ignore the significance
and far-reaching effect of this action of the NARUC. The dilemma
which the commissions faced has been recognized and may to some
extent explain the action taken. The rule laid down was no doubt
favored by a great majority of utility corporations; it was perhaps
more likely than a cost amortization rule to encourage new utility
development. But in any retrospective judgment upon retirementreserve accounting, the influence of this endorsement of it, given
after long study at a time when the significance of cost amortization
procedures had been fully recognized in tax laws and in general
accounting practice, cannot be over-estimated. The NARUC must
accept a large share of criticism that may be directed against the
method of accounting and the results which it produced. It was not
until 1936 that it advocated depreciation accounting. In a report
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made by its committee on depreciation in 1937 the partial re
sponsibility of the NARUC for what the committee then regarded
as inadequate depreciation provisions was definitely recognized.”
As stated above the NARUC abandoned the retirement-reserve
method in 1936. In 1943, its committee on depreciation wrote in its
report: “The retirement-reserve method has little or no sanction
today as a satisfactory means of accounting for the consumption of
service capacity of plant assets. . . .”
Thus it clearly appears that the retirement-reserve method of ac
counting has only a very limited usage at the present time even in
the public-utility field.
The Retirement-Reserve Method and the Auditors Report
The question naturally arises as to the form the independent ac
countant’s report should take in cases where a regulated utility is
still employing the retirement-reserve method, or some offshoot
thereof, in its plant accounting.
It is now generally conceded that if the independent accountant
intends to be in a position to express, or deny the expression of, an
opinion that the results of operations and financial position of a
company are “fairly presented,” he has the responsibility of passing
upon the adequacy and reasonableness of a company’s provision
and reserve for depreciation. This, of course, does not mean the
independent accountant must be endowed with the special manage
ment and engineering knowledge and judgment required to make
the original estimates of useful lives of depreciable property, but
only that the accountant from time to time should review the data
supporting a company’s estimates and pass upon their reasonable
ness while simultaneously taking into consideration maintenance
policies and operating conditions.
The independent accountant’s problem in issuing his report is
compounded when dealing with a regulated utility. We have noted
reports of the following types accompanying utility statements:
1. Separate paragraph stating that the accounts have been con
sistently maintained in conformity with the system of accounts
required by the regulation, plus the standard short-form report
opinion paragraph.
2. An opinion paragraph stating that the accounts have been
maintained in accordance with the system of accounts prescribed
by the regulations with no reference in the opinion to “generally
accepted accounting principles.”
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3. Description of the depreciation policy followed by the utility
with a statement to the effect that no opinion as to the adequacy or
inadequacy thereof can be expressed, followed by a “subject-to-the
foregoing” opinion paragraph including the words "fairly present in
accordance with accepted principles of accounting.”
4. Reference in the report to a footnote in the financial state
ments in which the adequacy or inadequacy of the retirement provi
sion or reserve is discussed in the light of the reserve which would
be required if depreciation accounting were followed.
Generally Accepted Auditing Standards—Their Significance and
Scope,1 the special report by the Institute committee on auditing
procedure, points out that "an accounting principle may be found
to have only limited usage but still have general acceptance,” and
that “there may be a considerable diversity of practices between dif
ferent concerns in the application of an accounting principle.” In
view of these statements it has been argued that a somewhat less
stringent requirement should be laid on the accountant in issuing
his report where he encounters a utility still using the retirementreserve method than would be involved in the case of a commercial
or industrial company.
Others suggest that the property accounting of utilities is still
to some extent in a transitional stage and that, accordingly, there
should be a minimum requirement of disclosure in a footnote or in
the accountant’s report either (1) that the provisions for retirement
expense and the retirement reserve are equal to or in excess of the
amounts required on a depreciation basis, or (2) that the provisions
are deemed deficient, with an indication of the estimated effect
upon net income and surplus if such provisions were to be adjusted
to a reasonable depreciation basis. This, they argue, would meet
the reporting standard set forth in Auditing Standards, of “adequacy
of informative disclosures.” This view would be less concerned with
the formula for determining the provision to be made in the income
statement in connection with fixed assets and more concerned with
the sufficiency of the provision.
In our opinion, the facts do not support either of these positions.
Auditing Standards sets forth “adherence to generally accepted
accounting principles” as a reporting standard which must be met if
the auditor is to be justified in saying that the financial statements
“present fairly” the financial condition and results of operations. It
seems to us the retirement-reserve method has fallen into such
disuse and is so contrary to the general philosophy which now
1 Published in 1954.
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governs accounting thought that it can no longer be considered as
being based on a "generally accepted” accounting principle. Accord
ingly, we believe an exception should be taken in the opinion
paragraph of the auditor’s report whenever the retirement-reserve
method is still used by a company.
Following the publication of the previous discussion of the retire
ment-reserve method, the following letter was received from Mr.
H. C. Hasbrouck, accounting director of the Edison Electric Insti
tute:
“In your column Current Accounting and Auditing Problems,
there is a discussion of the ‘retirement-reserve method of accounting’
which perpetuates an old misconception now so universal that it
may be hopeless to try to correct it. Nevertheless, I propose to keep
on trying.
“There is not and never was a ‘retirement-reserve method of
accounting’ for the fact that (given substantial stability of the unit
of value) practically all physical property is worth at the time of
its retirement less than it cost when it was installed. So far as I have
observed, no one seriously quarrels today with the statement that
informative accounting for this fact requires that a part of the
difference between cost and utimate value, if any, at the time of
retirement should be charged into current expenses in such a way
as to distribute plant cost over its useful life in (to quote Accounting
Research Bulletin Number 20)1 ‘a systematic and rational manner.’
Whether you call the thing that is accounted for ‘retirement loss’
or ‘depreciation,’ does not change the method of accounting. The
contrary belief that ‘retirement accounting’ is something fundamen
tally different from ‘depreciation accounting’ has done as much as
any other one thing to obscure intelligent discussion of the
very real problems that exist in deciding on the best ‘systematic
and rational manner’ to record on books of account the fact
that the cost of long-lived plant is only a deferred operating
expense.
“As the writer tried to make clear in an article which appeared
in Public Utilities Fortnightly for October 23, 1951, under the title
‘The Problem of Accounting for Depreciation,’ the object of the
National Association of Railroad and Utilities Commissioners’ Com
mittee on Statistics and Accounts of Public Utilities in 1920 which
first brought into general use the terms ‘retirement expense’ and
‘retirement reserve’ as substitutes for ‘depreciation expense’ and
1 See Accounting Terminology Bulletin No. 1, p. 25.
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‘depreciation reserve,' was to escape from the ambiguity attached to
the term ‘depreciation,' not to propose a radically new method of
accounting. Parenthetically, the article was submitted to the Public
Utilities Fortnightly with the title, ‘Depreciation Accounting’ versus
‘Retirement Accounting’ which the editors of the Fortnightly
changed for reasons best known to themselves, thus somewhat
obscuring the principal purpose for which it was written.
“The purpose of the 1920 NARUC Uniform System of Accounts
was stated with admirable clarity by the late George C. Mathews in
an address before the Accounting Section of the former National Elec
tric Light Association in 1922. Mr. Mathews was at the time a member
of the staff of the Wisconsin Public Service Commission and of the
NARUC Committee on Statistics and Accounts of Public Utilities
which first recommended the use of the terms ‘retirement expense’
and ‘retirement reserve.’ Subsequently he served for some time as a
member of the Securities and Exchange Commission. Mr. Mathews
said:
‘The term “depreciation” seems to me to have been an unfortunate
one and responsible for many of the difficulties in the relations be
tween regulatory bodies and the industry. Where a reserve for
depreciation is established there is more or less an implication that
the actual value of the property has diminished in proportion to
the accumulation in the reserve. . . . It seemed to those on the ac
counting committees which were responsible for the Commissioner’s
classification that it was not safe to go on the assumption that value
diminished strictly in proportion to age or that the decrease in value
would be measured entirely by an accumulated reserve. After all,
the purpose of making the provision for depreciation or for retire
ment, no matter which term is used, I think is properly described
by the language of the new classification to the effect that the re
serve is to cover the retirement loss. . . . The new procedure is a
definite attempt to dissociate the accounting for retirement losses
from any relationship to depreciated value at a given time.’
“There are many of us today who have to deal in some manner
with accounting for ‘depreciation,' still a slippery and ambiguous
word, who agree wholeheartedly with Mr. Mathews and wish that
we could use a more honest term, one that would have made it
unnecessary for the Institute committee on accounting procedure
to point out as it felt compelled to do in Accounting Research Bulle
tin No. 20 that depreciation accounting is ‘a process of allocation
not of valuation.’ That is all that the so-called retirement account296
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mg’ of the 1920-22 uniform systems of accounts of the NARUC
tried to emphasize, in spite of the fact that the Committee on Account
ing Procedure in Bulletin No. 20 falls into the almost universal
error of stating that ‘depreciation accounting' can be sharply dis
tinguished from (among other things) the ‘retirement system’ and
‘retirement-reserve system.’
“The method of accounting for retirement losses described in the
NARUC uniform systems of accounts for electric and gas utilities
of 1920 and 1922 calls for ‘equalizing from year to year as nearly
as is practicable’ (i.e., in a ‘systematic and rational manner’ ) the
losses’ (i.e., realized depreciation in the accounting sense) in
cidental to important retirements of—‘structures—or all definitely
identifiable units of plant or equipment.’ It is hard to say how this
can be ‘sharply distinguished’ from ‘depreciation accounting.’ Those
who feel that ‘retirement accounting’ means something that can be
‘sharply distinguished’ from ‘depreciation accounting’ do not have
in mind the language of the 1920 NARUC uniform system of ac
counts. What they are undoubtedly thinking of is a special applica
tion of that language by some important and influential utility
managements which was approved or at least acquiesced to by
many regulatory agencies. This application or interpretation of the
1920 NARUC uniform system of accounts developed, not illogically,
from the assumption, which is still in large measure true, at least
for electric and gas utility plant, that ‘normal’ service life cannot
be estimated except within wide limits of error, because most re
tirements of plant are caused by functional and therefore largely
unpredictable factors of obsolescence and inadequacy. In judging
the probable effect of these factors on future service life past ex
perience is but an uncertain guide. No one can predict for most
electric and gas plants when a new invention will make major items
in that plant obsolete or an unforeseen community growth will
render them inadequate. Because of this uncertainty of service life
expectation, great enough today but much greater thirty years ago,
many utility managements took the ground, quite understandably,
that since they could not guess how long the service lives of most
of their plant would be they would not try to fix any definite stand
ard but would set an annual charge for ‘retirement expense’ that
would create a reserve at least sufficient to absorb all retirement
losses that could be definitely foreseen within a relatively short
period of three to five years, and then as technical advance and
growth of the service made other retirements inevitable, provide
297

Income Determination

for these by increasing, if necessary, the retirement expense charges.
This may be what came to be called ‘retirement accounting.’ The
only difference between it and ‘depreciation accounting’ appears to
be that the latter assumes that service lives of different kinds of
utility plant can be forecast with a close approximation to accuracy.
“The truth lies somewhere between the two assumptions. Scien
tific analysis of past experience can give a sound basis for estimating
future service life but only when applied by a management which
knows not merely what has happened but what is likely to happen.
A rigid formula which represents only the mathematical projection
of past experience is useless. A careless guess with little knowledge
of the past and less of the future is no better. It is such careless
guesses that presumably have given ‘retirement accounting’ what
ever ill repute it now bears. But carelessness is not an essential
ingredient of ‘retirement accounting’ as described in the NARUC
Uniform Systems of Accounts of 1920, and at least they avoided the
ambiguity inherent in the word ‘depreciation’ which forced the
American Institute of Certified Public Accountants’ committee on
accounting procedure to explain that depreciation accounting is ‘a
process of allocation not of valuation.’
“I now propose to carry my unorthodoxy one step further. In the
discussion in The Journal of Accountancy which is the subject of
this letter it is stated under the caption ‘The Retirement Reserve
Method and the Accountant’s Report’ that ‘it is now generally
conceded that if the independent accountant intends to be in a
position to express or deny the expression of an opinion that the
results of operations and financial position of a company are “fairly
presented,” he has the responsibility of passing upon the reasonable
ness of a company’s provision and reserve for depreciation.’
“I maintain that he has only a very limited responsibility in ex
pressing such an opinion, for the very good reason that he is not in
a position to know except at second hand, ‘upon information and
belief,’ whether ‘depreciation’ charges and accumulated ‘deprecia
tion reserve’ are adequate to accomplish their purpose of ‘systematic
and rational distribution of cost over service life.’ He cannot know
the probable service life of a particular plant, although the manage
ment of that plant with knowledge of past experience and some intel
ligent forecast of future expectations can make a fairly good guess.
About all the honest independent auditor can say concerning the
depreciation charges and depreciation reserves of his client is that,
after discussing his client’s accounting policy with those responsible
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for it, it appears to be an intelligent effort to achieve the ‘systematic
and rational’ distribution of plant cost to operating expense with
out placing an unfair or misleading burden on income for any par
ticular accounting period. If he attempts to approve or condemn his
client’s depreciation-accounting policy by the application of straightline rates presumably based on average past experience without
reference to his client’s particular position and reason for using
some other than a ‘straight-line’ method of distributing plant cost, he
is using an arbitrary standard indeed for judging his client’s financial
statements. Yet it is to be feared that this is in effect what some
independent auditors do when they are made to feel responsible
for expressing an opinion on the depreciation accounting methods of
their clients.
“I would urge, again without much hope of success, that an
auditor’s certificate, in so far as it deals with depreciation accounting
policy, should be limited to some such language as I have above
suggested as the most that an honest independent auditor can say,
and avoid any dogmatic statements that depreciation charges and
reserves are in the auditor’s opinion ‘adequate’ or ‘inadequate.’ The
chief responsibility for depreciation accounting is thereby placed on
the management where it belongs and not on the independent audi
tor who in the nature of the things cannot have any but the most
general standards, applicable only within wide margins of error,
for judging the reasonableness and propriety of a management’s
decisions on how best to distribute its plant costs.”
In commenting on Mr. Hasbrouck’s letter, at the outset we wish
to emphasize that we think he has performed a valuable service in
several ways: by providing additional background on the purposes
involved in the NARUC’s initial adoption of retirement-reserve ac
counting; by questioning the extent to which a distinction can
reasonably be drawn between depreciation accounting and retire
ment-reserve accounting; by suggesting that the development of the
retirement-reserve method in practice was something different than
what was contemplated by the NARUC’s retirement-reserve ac
count; by pointing up again the inherent difficulties faced by many
utility managements today—and especially 30 years ago when
NARUC adopted the retirement method—in arriving at sound esti
mates of the normal service life of plant; and in properly remind
ing us that the task of passing upon the reasonableness of a utility’s
accounting for its depreciable assets is not one to be lightly under
taken by the certified public accountant.
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But having said this, we want to address ourselves briefly to
Mr. Hasbrouck’s contention that there is no fundamental difference
between depreciation accounting and retirement-reserve accounting.
A good deal depends, of course, on just what is meant here by
"fundamental.” It is perhaps true that the conventional depreciation
methods can be described as similar to the retirement-reserve
method in that they are all devices which spread property costs and
set up reserves to absorb the cost of the property, net of salvage,
upon retirement. Furthermore, most accountants would probably
agree that, if a conservative approach is made to the problem of
accounting for depreciable plant, the results of either the retire
ment-reserve method or any other systematic method are not neces
sarily widely different as to income measurement. Nevertheless, we
believe that, regardless of intentions expressed at the time the re
tirement-reserve method was sponsored by NARUC, the results
that were arrived at by the use of such method were quite distin
guishable from those arrived at by the more widely accepted
depreciation methods. The differences are not merely terminological.
If similar results actually were attained by the retirement-reserve
method, we would not be disposed to be greatly concerned that the
terminology used changes the emphasis on the purpose of the re
serve. As a general proposition, the straight-line depreciation method
will yield a larger reserve throughout the life of an enterprise than
will the so-called interest methods. The latter methods tend to post
pone amortization. This is especially marked in the case of
long-lived assets. But the extreme example of postponement of
amortization is found in retirement-reserve accounting which limits
itself to providing reserves sufficient to absorb immediately prospec
tive retirements of property.
Mr. Hasbrouck calls attention to the fact that the 1920-22
NARUC retirement-reserve account called for equalizing retirement
losses from year to year as nearly as is practicable, and apparently
he equates this with a “systematic and rational manner” of amortiza
tion. He does not add that this stated purpose of equalizing such
losses was qualified by the phrase “but with due regard for amount
of earnings available for this purpose in each year.” Mr. Hasbrouck
also speaks of the retirement losses contemplated by the account
as being “realized depreciation in the accounting sense.” We submit
that this is true only if the criterion for judging realized deprecia
tion is taken to be the foreseeability of immediate or early retire
ment. This brings out a distinctive feature of the retirement-reserve
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method which is not characteristic of the more conventional de
preciation methods, viz., in so far as retirement within a few years
was not definitely foreseeable, the certainty that it would some day
occur was ignored by the retirement-reserve method.
We think that several considerations militate against the view
that the retirement-reserve method was “systematic and rational” in
practice. The method was commonly associated with (1 ) irregular
ity of depreciation provisions, the available earnings strongly
influencing the provisions made, with (2) a small reserve balance
as compared with the age-life methods, and with (3) the use of
the “replacement” method for smaller units of property which are
retired with considerable regularity. The 1920-22 NARUC system
also provided for the appropriation of amounts from surplus to the
retirement-reserve account. All in all, this method would appear to
add up to incongruity.
It seems to us there is another basic distinction to be made:
straight-line depreciation, with respect to specific assets or groups
of assets, has the effect of relating depreciation charges to opera
tions; but the retirement-reserve method all too often in practice
had the effect of equalizing reported earnings.
Finally, we would like to clarify our position with regard to the
responsibility of the certified public accountant charged with ex
pressing an opinion as to whether the results of operations and
financial position of a utility are fairly presented in accordance with
generally accepted accounting principles. As we indicated above,
our concern is not so much with whether the method used by a
company in accounting for its depreciable plant is given a particular
“label” as such. The heart of the matter lies in the results of the
procedures which are followed in keeping the accounts. W e think
that the certified public accountant has the responsibility of judging
whether the procedures adopted by management are such as to
write off the cost of the assets over their normal useful life expect
ancy, including consideration of obsolescence, and of judging
whether the annual charges to operations are related to standards
which give them an objective and consistent measurement, rather
than to the whims of the management. In the industrial field where
inventory pricing procedures employed by management play such
a material role in determining the results of operations, and where
the uncertainties as to the useful lives of fixed assets are as great as
in the utility field, the certified public accountant does not abdicate
his responsibility for judging the reasonableness of manage
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ment's procedures and the fairness of the results. Neither should
he relinquish his responsibility in connection with the pro
cedures followed by utility managements in accounting for de
preciable plant. W e do not quarrel with Mr. Hasbrouck’s view
that the chief responsibility for a utility's depreciation accounting
lies with management, but we do think the certified public account
ant is equipped to judge, within reasonable limits, the adequacy
of the depreciation charges and reserves and the consistency and
fairness of the methods employed. The certified public accountant
is required to form his own independent conclusions as to the
fairness of the financial statements. Although he is not an expert in
certain areas, he is nevertheless required on many occasions to
satisfy himself as to the reasonableness of the procedures followed
by experts in other lines. If, from the standpoint of the results
produced, he believes the methods employed are inadequate or
unsound accountingwise, we believe he should take an exception
in the opinion paragraph of his report.

Basis for Recording "Fortunate Purchase"
of Fixed Assets

A correspondent recently raised a question as to the merits of a
procedure whereby an appraisal value is set up in a company’s
accounts in recording the purchase of a war plant acquired for
only a small fraction of its original cost and currently used in post
war operations to produce handsome profits.” Presumably, the
appraisal value would approximate current replacement cost or
cost to the previous owner.
Our Opinion
It is our view that a plant which has been acquired at a bargain
price should, as a general rule, be expected to function as a lowcost property, and as long as the company is on the general basis of
cost there seems to be every good reason for not writing up its
acquisition cost. It seems to us the contention that depreciation
included in operating charges should be based on current replace
ment costs, or as in the present case on cost to the previous owner,
is directed more toward the determination of cost data as a basis
for pricing policy than to an accounting for profits. We would be
the last to deny the significance of current cost data for use in pric
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ing. Certainly, estimating procedures can be modified to assure that
current costs are reflected in cost estimates.
However, from the standpoint of a proper accounting for income,
if the conditions under which a company operates are favorable
enough to result in extraordinary differential profits, the income
statement should reflect those profits. Until there have been devel
oped alternative procedures to which the profession and business
as a whole are ready to subscribe—procedures enabling the alloca
tion of current rather than incurred costs to annual revenues and
yet preserving a valid objective basis in the accounts—the present
assumption underlying current concepts of costs and profits, viz.,
that we are dealing with homogeneous dollars, should be adhered
to.
It is, of course, imperative that management be aware of the
necessity for harboring funds to meet foreseeable replacement needs.
Nevertheless, this does not seem to call for the invalidation at this
time of the conventional cost principle as an essential accounting
standard.

Accounting Procedures for Lease
Which Is in Substance a Purchase

“In reading Accounting Research Bulletin Number 38, ‘Disclosure
of Long-Term Leases in Financial Statements of Lessees,’ ” 1 writes a
practitioner, “I found the following ambiguous sentence under
section 7: ‘However, the committee is of the opinion that the facts
relating to all such leases should be carefully considered and that,
where it is clearly evident that the transaction involved is in sub
stance a purchase, then the “leased” property should be included
among the assets of the lessee with suitable accounting for the cor
responding liabilities and for the related charges in the income
statement.’
“Exactly what did the committee on accounting procedure mean
by ‘related charges in the income statement?’ The Bulletin would
seem to imply that a charge for depreciation be included in the
income statement and that the payments for ‘rent’ be applied toward
‘the corresponding liabilities.’
“If this is so then a whole host of questions can be raised. First,
1 Also see chapter 14 of Accounting Research Bulletin Num ber 43, Restatement
and Revision of Accounting Research Bulletins.
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what interest rate should be assumed? Certainly ‘the corresponding
liabilities’ constitute borrowed funds and as such require interest
payments. Second, on what basis should the asset be stated? Let
us assume a lease running thirty years at a rent of $5,000 per
annum, and at the end of the thirty years the property reverts to the
lessee. To state the asset at $150,000 ($5,000 X 30) and set up a
corresponding liability seems out of gear with financial facts. We
would in effect be capitalizing an indeterminate amount of future
interest payments.
“While I am in complete accord with sections 1 to 6 of Account
ing Research Bulletin Number 38, and, in general, in favor of full
disclosure of such long-term lease agreements, it is my opinion that
the committee on accounting procedure has substituted in section
7 an ambiguous solution for an equally ambiguous transaction.”
Our Opinion
The inference drawn as to what is meant by “related charges in
the income statement” as used in the passage quoted from section 7
of Accounting Research Bulletin Number 38 seems to us to be sub
stantially correct except that in mentioning “charges,” the committee
was doubtless referring not only to depreciation but also to interest.
While the passage referred to could have been spelled out in
greater detail, it has generally been thought that the facts in in
dividual cases are likely to differ so greatly that the application of
a general recommendation or broad statement of principle should
be left to the accountant in the particular situation. To attempt to
spell out in a bulletin the procedures to be followed in all types of
circumstances to which the principles might apply would probably
be more confusing than helpful.
To illustrate possible applications of the Bulletin where it is
clearly evident that a transaction, although a lease in form, is in
substance a purchase, two examples of possible methods of adapting
the recommendation in Accounting Research Bulletin Number 38
to specific situations are suggested, as follows:
First, assume a situation in which the lessee, in substance a pur
chaser, has not previously owned the property. “Cost” for the pur
pose of capitalizing the asset on the lessee’s books would be the
present value of the series of future rental payments required under
the lease plus the present value of the additional sum, if any, that may
have to be paid at the time the property is finally conveyed to the
lessee.
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In making these computations, a rate of interest would have to
be assumed unless it has actually been determined in the negotia
tions leading up to the deal. Likewise the frequency of compounding
would have to be assumed. These assumptions are obviously matters
calling for the exercise of judgment on the part of the client and
subject to review by the independent accountant. Presumably the
rate of interest to be adopted should be determined only after giving
consideration, among other matters, to borrowing conditions prevail
ing locally and the rate at which the client might reasonably expect
to borrow to acquire the property in question in an outright pur
chase.
The difference between the total payments to be made under
the lease and the present value of such payments would, of course,
represent interest to be charged off over the period of the lease.
Depreciation would be accounted for as if the property had been
purchased outright.
Second, assume a case in which the owner of a property sells it
and simultaneously leases it back by an agreement under which he
is in substance a purchaser. In cases of this kind the deal would, in
effect, be merely a method of borrowing funds though the form
would be that of a sale and lease. Such a transaction would hardly
seem to be one which could be used to establish a new cost.
Accordingly, in such a case, it would seem that the cost of the
property per books at the time the sale and leaseback arrangement
is entered into would be the appropriate amount at which to continue
to carry it. Depreciation would be continued as though the sell-lease
transaction had not taken place.
In such a situation the amount received for the property by the
lessee in the sale part of the transaction would be appropriately
credited to a liability account. Subsequent payments under the
terms of the lease would be partly chargeable as interest and partly
as amortization of the liability.
Accounting Treatment
of Advertising Rebates

An accountant writes us as follows:
“We have a client whose business is a retail grocery super market.
We would like to have your opinion on the preferred method of
handling advertising rebates from suppliers. These rebates offset a
very high proportion of advertising expenditures.
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“The alternatives, as we see them, are: (1 ) reduce advertising
expense; (2) reduce purchases; (3) credit other income.”
Our Opinion
First of all, we might mention that the person in charge of our
annual survey of corporate annual reports (Accounting Trends and
Techniques) does not recall having seen any instance in which
“Advertising Rebates” were included among “Other Income” items
appearing in financial statements. This may be some circumstantial
evidence of the fact that, as a matter of practice, such rebates are
netted either against purchase costs or advertising expense.
Our own personal opinion is that, assuming the rebates are in fact
payments made in partial reimbursement for advertising expendi
tures actually made, and not merely a disguised discount on mer
chandise purchase prices, the rebates should be applied against the
client’s advertising expense. (It is our understanding that, in cases
where there is a bona fide advertising rebate policy in operation,
the supplier usually receives some proof in the form of copies of
advertisements or otherwise, that the customer has advertised or
promoted the supplier’s line of products.)
Just as we believe it to be the preferred and sounder practice to
reduce gross merchandise costs by purchase discounts in order to
arrive at net cost of purchases, so also we believe it to be a proper
practice, from the standpoint of financial presentation, to reduce
gross advertising expense by bona fide advertising rebates to arrive
at effective net advertising expense.

Accounting Treatment for
Whiskey in Bond

W e have been asked to comment on the following problem:
The business is a wholesale liquor dealer who has contracted
with a distillery to purchase a continuity of bulk (barrel) whiskey
over a period of years. The contract stipulates production and pur
chase of 100 barrels per month for a period of four years. As the
whiskey is produced it is invoiced and charged to the purchaser.
The plan of payment provides for a deposit of $10 per barrel and a
four-month, 6 per cent judgment note for the balance, with the
renewal privilege of an additional payment or deposit of $10 per
barrel and so on until full settlement is made. The whiskey is
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stored at the distillery in government-bonded warehouses and ware
house receipts are issued to the purchaser for each month’s produc
tion as billed. The warehouse receipts are held by the distillery to
secure the notes and they are delivered to the purchaser after full
payment is made. Inasmuch as the whiskey is stored at the pur
chaser’s risk, fire and tornado insurance expense are paid by the
purchaser.
Should interest and insurance expense incurred during these
years of maturing (four years) be charged to current financial and
operating expense or should these items be capitalized? Should the
whiskey warehouse receipts be included in the current merchandise
inventory on the balance-sheet or set up under a separate caption?
If interest and insurance are capitalized would these be grouped as
follows?
W h is k e y w a re h o u se receip ts

(c o st)

$_______

In terest p a id

________

In su ran ce p a id

________

$_____

Our Opinion
A strong theoretical case can be made for the inclusion of both
insurance and direct interest expense in the cost of the whiskey
which, in the present case, is held in bond at the distillery but
invoiced and charged to the purchaser. A distillery which holds
whiskey in bond until aging is completed before selling it custom
arily accumulates applicable carrying charges (such as warehousing
and handling costs, insurance, possible allowance for evaporation or
soakage) as part of the cost of such whiskey. However, it is not the
most common practice to include interest as a cost. The common
argument against doing so is that the need to pay interest is de
pendent on a company’s financial structure and hence not a proper
operating cost. When interest is not paid accountants have generally
opposed the imputation of interest, a view that would seem perti
nent in this case.
You have not specified how storage and handling costs as well as
duties and taxes upon withdrawal from bond are to be treated in
the present case. It is our understanding that ordinarily when
whiskey is sold but left at the distillery warehouse by the purchaser,
the distillery allows applicable carrying charges to accumulate
during the aging period and bills them to the purchaser upon with
drawal of the whiskey.
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For balance-sheet purposes the trade practice for distilleries is
to include whiskey in bond under the current-asset heading. How
ever, distillery inventories are customarily classified according to
several subheadings such as: (1) Whiskey and other spirits, wine and
beer. This heading is further classified as “taxpaid” or “out of bond”
and “in bond.” (2) Raw materials and supplies (i.e., corn, rye, coal,
barrels, bottles, labels, etc.). (3) federal and state excise stamps.
It would be useful if a wholesale liquor dealer were to follow the
distillery practice as under (1 ) above in classifying its merchandise
inventory. Whiskey maturing in bond would be designated sepa
rately from the whiskey which is currently held for sale. The basis
of inventory valuation, of course, would be stated. The added
refinement of showing interest and insurance separately as in your
example would appear to be unnecessary but if interest is included
it would seem desirable to disclose that fact and the amount, since
it does not conform to the customary procedure. It would be good
practice also, after stating cost basis in parentheses, to make a state
ment (if applicable) similar to the following: “Under federal law
inventories in bond are subject to payment of federal excise taxes
and duties upon withdrawal from bond.” The federal internal
revenue tax is, of course, several times the amount of the product
cost and, accordingly, a highly significant cost element. It is our
understanding, however, that it is not general trade practice to
accrue duties and taxes that will be payable upon withdrawal from
bond, i.e., including the same as part of the accumulated costs of
liquor inventories and setting up a corresponding liability before
they are withdrawn.

LO SSES

How Should "Strike Losses" Be Treated
in Financial Statements?

In response to a recent question with respect to the proper ac
counting treatment of strike losses, we ventured the following brief
reply:
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In our opinion, losses arising from a labor strike are a recurring
hazard of business and are of such a nature that they should be
included as charges in determining a company’s net income for the
period during which the strike occurred.
As a general rule, most of the losses arising from strikes are made
up of the company’s fixed or continuing costs which, in time of
strike, exceed the company’s revenues. Accordingly, even if one
were to attempt to eliminate strike losses from income, it would be
very difficult to determine what expenses should be considered in
calculating such losses. Moreover, companies are often able to speed
up production after a strike in such a way as to make up at least a
part of the loss which took place during the strike. To determine
how much of the strike loss is made up in this way would be an
almost impossible job.
The occasion of a strike is not the only time when fixed costs are
not covered by revenues so that losses result. The same situation
exists when a company is unable to get sufficient raw material or
when its market falls off and portions of its plant are idle; yet we
never dream of excluding from the determination of net income any
losses from such interruptions. Such costs may be excluded from
the determination of the cost of goods produced during the period,
but not from the calculation of the net income for the period. It
seems to us strike losses fall squarely in the same category.

Accounting for Gradual Property Loss
and Costs Due to Natural Catastrophe

“A very unusual problem of magnitude is developing along the
shores of the Great Lakes, particularly along the shores of Lakes
Michigan and Erie,” a correspondent writes. "The surfaces of Lake
Michigan and Lake Erie have been rising, millions of dollars worth
of damage has been caused, and the worst is yet to come. This
situation in the year 1952 and possibly in subsequent years raises the
question of proper accounting treatment of the loss.
“Real estate along the lake shore, industrial, residential, and
recreational, is involved in the catastrophe. Some homes are sliding
into the water, others are being moved back from the shore line and
put on new foundations. There is nothing sudden or unexpected
about these losses. On the contrary they are occurring gradually.
“To the extent that it is now possible, we would like you to recom
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mend a proper attitude to take in making an accounting for these
losses. The questions arise whether or not expected flood losses
should be anticipated before they happen and whether costs inci
dental to the removal of a building to save it from loss, should or
should not be capitalized. Opinion on proper balance-sheet and
profit-and-loss treatment is desired.”
Our Opinion
Should flood losses be anticipated before they happen under the
conditions outlined? W e have the following opinion: If there is con
vincing evidence that, due to the rising water level, losses of rental
or business properties will be incurred within the next few years, we
believe provision for such losses should be made by means of ac
celerated depreciation charges. We would view such accelerated
charges as being in the nature of provisions made for extraordinary
obsolescence which is immediately prospective.
As to financial presentation in connection with the foregoing, we
believe that, if the amounts involved are material, there should be
adequate footnote explanation in the statements of the reasons for
the increased depreciation provisions.
In situations where loss of rental and business properties has al
ready occurred, such loss should be treated in accordance with the
provisions of chapter 8 Accounting Research Bulletin Number 43.
If the item is so material and extraordinary that inclusion in the
income account would impair the significance of the net income
figure for the year, we think the loss should be carried to surplus on
the grounds that it falls within criterion (c) in paragraph 11 of the
chapter.
The question is also asked “whether costs incidental to the re
moval of a building to save it from loss, should or should not be
capitalized.” If maintenance expense is broadly defined as the costs
of keeping property in condition to perform adequately and effi
ciently the service for which it is used, we believe it reasonable to
expense the costs of moving the rental or business property to a safe
location. However, in the course of putting the property in place at
its new site, a genuine attempt should be made to distinguish be
tween expenses incurred for renewal of property units and capital
expenditures made for any betterments, additions, or major replace
ments which appreciably prolong the originally anticipated life of
the property.
It is also our opinion that, if removal of a building is not presently
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undertaken but is contemplated in the near future, say within two
or three years, provision for the estimated costs incidental to re
moval of the buildings should be made over the period of time
involved. W e would look upon the reserve thus established as being
in the nature of a liability reserve for extraordinary maintenance.

Treatment of Fire Loss and
Related G ain from Salvage

“We have a problem which puzzles us,” a correspondent writes,
“and we wonder if you can help us out. Here are the pertinent facts
concerning a client’s fire loss:
Excess
over
Excess
over

of net book amount of buildings lost
proceeds of insurance
of amount of inventory lost in fire
insurance proceeds
Total

$ 5,000
98,500
$103,500

“Salvaged materials, mostly in-process inventory, which were bought
from the insurer for $3,500, were subsequently put in salable con
dition at nominal cost and sold for $40,000.
“Our questions are as follows:
“1. Is the amount of the fire loss $103,500 as above, or is the loss
$67,000 ($103,500 less profit of $36,500 on sale of salvaged mate
rials)?
“2. May we treat the fire loss as a charge to surplus, or should it
be charged to income?
“W e would prefer to treat the fire loss of $103,500 as a charge
to surplus and show the gain on salvage (resulting from a bargain
purchase) as an item of other income. What do you think about
this?”
Our Opinion
At the outset we might say that, in determining the amount of the
loss, i.e., whether it is $103,500 or $67,000, we think all transactions
growing out of the fact of the fire’s occurrence should be taken into
account and that the whole affair should be considered wound up
upon sale of the salvaged materials.
In our opinion, if the net loss of $67,000 is material ( in relation to
the average net income otherwise earned in this and a reasonable
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number of prior years), it should be reflected separately in the income
statement as a special or extraordinary loss. Depending on how
material the items are, you might want to consider showing the loss
on the building and inventory ($103,500) short, with the gain on
salvage ($36,500) deducted therefrom, and the net amount extended
($67,000).
There may be some basis here for contending that the net loss
($67,000) should be excluded from the income account as coming
within the criteria set forth in chapter 8 of Accounting Research
Bulletin Number 43, i.e., as representing "items which in the aggre
gate are material in relation to the company’s net income and are
clearly not identifiable with or do not result from the usual or
typical business operations of the period . . . (and which if in
cluded in income) would impair the significance of net income so
that misleading inferences might be drawn therefrom.”
However, after considering the intention of the committee on ac
counting procedure in issuing the bulletin, viz., that the primary
presumption is that all items of profit and loss recognized during
the period should go through the income account, that the surplus
account should be used sparingly, and that the burden of proof is
on those who wish to make charges and credits thereto rather than
to income, we are inclined to disfavor a charge to surplus—and
especially when the proposal otherwise is to show the gain on
salvage, i.e., the favorable aspect of the occurrences, in the income
account.
It should be noted also that, in listing examples of types of ex
traordinary items which may be excluded from the determination of
net income for the year, chapter 8 of Accounting Research Bulletin
Number 43 refers to "Material losses of a type not usually insured
against” . . . (emphasis ours). This suggests that the committee on
accounting procedure had it in mind that fire losses, which are
usually insured against, would generally be given effect in the
income account.
An Old Plant Has Ceased Functioning:
W hat Is the Proper Treatment?

“What is your opinion,” a correspondent writes, “regarding the
proper accounting treatment in the case of an old plant which has
ceased functioning?
“What should be our accounting treatment of the cost of old
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equipment sold for scrap value, and also, how should we handle the
write-off of assets not sold? Should these matters be handled as a
surplus entry, or is it current practice to include them in the profitand-loss statement?”
Our Opinion
In answering this question, we think it is useful to bear in mind
the distinction between losses due to “excess” capacity and those due
to “idle” capacity: the former term referring to losses arising in con
nection with physical assets which have ceased to function and as
to which there is no future prospect of effective use; the latter term
referring to losses in connection with physical assets not being used
temporarily, due to current operations being carried on at a sub
standard rate. Without belaboring the point, the distinction is neces
sarily important because different accounting treatments flow from
the basic characterization of the problem.
The statement of the question suggests that “excess” capacity is
involved. Accordingly, we think the cost or other book value of
equipment sold together with any allowance in the depreciation re
serve applicable thereto should be closed out to a clearing account.
Any removal, wrecking, or other costs and any salvage income
should also be charged and credited to such account. The account
balance should then be written off either to profit and loss or earned
surplus, depending on the materiality of the item and its possible
distorting effect upon net income for the year.
Chapter 8 of Accounting Research Bulletin Number 43 states that
extraordinary items such as “material charges or credits resulting
from unusual sales of assets not acquired for resale and not of the
type in which the company generally deals” should be excluded from
the determination of net income for the year “when their inclusion
would impair the significance of net income so that misleading
inferences might be drawn therefrom.”
In the case of the remainder of the old plant and equipment, if
the property has no future utility in prospect, it is our opinion there
should be an immediate write-down to estimated net salvage or
residual values. It might be advisable in this connection to close out
the old accounts and their respective depreciation reserves entirely,
charging estimated net salvage values to a special account such as
“unused or abandoned plant and equipment” pending final disposi
tion of the assets, and charging off the loss in accordance with
Bulletin Number 43.
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Carrying Value of
Slow-Moving Inventory

Our advice was recently asked as to the accounting procedure to
be followed under Statement 6 in chapter 4 of Accounting Research
Bulletin Number 43, which defines the meaning of the term “mar
ket” as used in the phrase “lower of cost or market.” The inquiry was
as follows:
“The inventory is that of a greeting card manufacturer. The in
ventory is priced on the basis of cost or market, whichever is lower.
A standard cost system is maintained for determining costs. The
company maintains a perpetual inventory record for each card
number.
“Our inquiry pertains in particular to the everyday cards, al
though a similar procedure is followed for the seasonal cards. A
portion of the everyday card inventory has a very slow turnover.
However, the card numbers are carried in the active file and are
continually offered for sale and sold at regular prices. When a card
number can no longer be sold at regular prices, it is transferred to
a close-out file and a reserve is established at 100 per cent of the
inventory value. When a card is transferred to close-out inventory
and written off 100 per cent, it is occasionally sold at a discount of
50 per cent of the regular selling price which is approximately 7 per
cent below cost or regular inventory value.
“Would you consider the above procedure good accounting in
line with Bulletin Number 43? Or should a reserve be established
based upon the age of the card during the period it is being sold at
regular prices?
“Experience has shown that it is difficult to predict how long an
everyday card will sell. For this reason heretofore there has been
no reserve provided for slow-moving items during the period that
the item was selling at its regular price.”
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Our Opinion
Readers will note that the cards to which the writer refers, al
though having a slow turnover, are carried in the active file and are
continually offered for sale and sold at regular prices. It should also
be noted that the question has been interpreted as not referring to
cards which can no longer be sold at regular prices.
In our opinion, as long as the cards are carried in the active file
and are continually offered for sale, and are being sold at regular
prices, they should be carried at cost. It seems clear to us that, under
the wording of chapter 4, as long as the cards can be sold at a
figure which will cover cost and an approximately normal profit
margin after paying disposal expenses, there is no justification for
writing off any portion of the cost in arriving at inventory values
for financial statement purposes. The fact that the merchandise may
be slower in moving than is other similar merchandise does not, in
our opinion, warrant any different treatment of the inventory until
it is decided that the selling price will have to be reduced.
W e might also mention another inquiry requesting an interpreta
tion of this same statement in Bulletin Number 43. This inquiry
asked whether the cost of “disposal,” as the term is used in State
ment 6, includes all indirect and fixed selling costs or only direct
costs such as salesmen’s commissions.
The committee on accounting procedure has never undertaken to
state what was intended to be included in disposal costs in arriving
at net realizable value. However, it is our opinion that only direct
costs such as packing, shipping, salesmen’s commissions, etc., should
be considered since it is not general accounting practice to attempt
to allocate fixed costs to product sales.

Valuation of Inventory Salvaged
By Wrecking Contractor

The answers to the questions contained in the letter quoted below
were prepared by two certified public accountants.
“I would like to inquire concerning used lumber inventory in the
following situation. The used lumber business sprouted here in
Hawaii shortly after the termination of war. This was due primarily
to the abandonment of many wooden barracks, etc., built by the
315

Income Determination

military during the war period. These structures are generally dis
posed of by the Army or Navy on contract in which bidders state
the amount for which they will tear down the buildings, clear the
area, and finally spread top soil over the entire area. Included as
remuneration to the contractor are not only the amount of the con
tract, but also the lumber, plumbing fixtures, etc.
“ 1. How should used lumber, plumbing fixtures, etc., on hand be
valued or priced for year-end statement purposes after the physical
inventory is taken?
“2. Is the amount of contract awarded to be treated as contract
income or as a deduction from costs of labor, bulldozer rental, top
soil cost, etc., incurred in carrying out the contract?
“3. What is the ‘cost’ of the inventory? Lumber, etc., is acquired
from a series of successful bids under varying circumstances and
inventory is all intermingled.”
answer no . 1: In our opinion the answers to the three parts of
the question outlined above are as follows:
1. Used lumber, plumbing fixtures, etc., on hand should be priced
at conservatively estimated selling prices, less a reasonable allowance
for costs of handling and other direct and indirect expenses and a
reasonable margin of profit.
2. Each demolition contract should be charged with the costs of
labor, bulldozer rental, top-soil cost, etc., incurred in carrying out
the contract. It should be credited with the amount of the contract
awarded, plus the amount of used lumber, plumbing fixtures, etc.,
salvaged, priced on the basis as outlined in (1) above.
The profit or loss on each “contract account” may then be closed
out to the “income account.”
3. The “cost” of the inventory would be the amount determined
under (1) above. This would be an estimated or theoretical “cost”
figured on a conservative basis. Should there be a drop in originally
estimated selling prices, the “cost” prices should be reduced accord
ingly, to arrive at a theoretical or estimated inventory basis of “lower
of cost or market.”
answer no . 2: It is assumed from the information given that the
lumber, plumbing fixtures, etc., acquired as a result of the perform
ance of the contract are a fairly material part of the proceeds of the
contract, something more important than the kind of recovery which
would normally be treated as a by-product. On this assumption it
would seem that in viewing the operations we have on the one side
the cost of performing the contract and on the other the contract
price paid by the government plus the physical assets recovered.
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It would seem that the contract will have been completed when
the necessary work has been done and the physical assets recovered
have been removed to the contractor’s own premises. Thus it would
seem that a proper credit to the contract in respect of the physical
assets recovered would be their fair value in the hands of the con
tractor. The subsequent disposition of this physical property would
seem to be in the nature of a normal merchandising operation. If
sold en bloc to a dealer the sales price would presumably be con
siderably less than if sold at retail to consumers or others. This
second step, however, if carried through, would seem to be a sepa
rate operation carrying with it its own and separate profit.
That leaves the question as to the amount at which the physical
assets should be (a) credited to the contract and (b) if unsold, in
cluded in the inventory.
Theoretically, at least, this involves a process of valuation. There
may be no established market price for second-hand lumber, plumb
ing fixtures, etc., at the level at which the contractor would acquire
them, though the price at which he could normally sell to a jobber
might be susceptible of reasonable estimate. If the latter is the case,
it would seem that the inventory could properly be valued on the
basis of a conservative selling price in such a market, with some
allowance for the cost of handling, storing, and selling.
It would hardly seem appropriate to state the inventory at the net
cost of the contract up to that point; to do so would be to hold in
effect that the profit on the contract was not determinable until
all the inventory acquired had been finally disposed of. Anyone who
enters into the type of contract referred to with the further idea of
acting as a jobber or retailer in selling the lumber, hardware, etc.,
would seem to be doing so in a dual capacity, i.e., as both con
tractor and merchant; and each of these operations would seem
justified in deriving and reflecting its separate profit or loss.
This reply is limited to accounting for financial statement pur
poses and does not undertake to deal with the income-tax situation.

Our Opinion
It is interesting to note that Answer No. 1 provides for a margin
of profit on the sale of the used lumber, plumbing fixtures, etc., in
arriving at the inventory value, whereas Answer No. 2 does not
specifically mention any such allowance. The reasoning followed in
the second answer clearly indicates, however, that some profit is
contemplated upon the sale of the inventory. Presumably, therefore,
the writer of that answer would also approve the inclusion of an
element of profit as a deduction from estimated selling price in
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arriving at the inventory valuation. In our opinion, that is the proper
procedure in a case such as this.

Determining "Cost" for Inventory
of Salvaged Parts

A correspondent recently confronted us with a problem in inven
tory valuation.
“We have a client,” he writes, “who is engaged in the business of
buying junked trucks and selling the salvaged parts. His business is
new and we have been unable to determine a gross profit figure.
The client maintains a record of each truck purchased showing in
detail the cost of the truck and the sales price of each salvaged part.
This business is very small and has a limited staff which would make
it highly impractical for them to allocate the cost of each truck to
every individual part sold.
“W e would appreciate any suggestions that you may have to offer
in arriving at an inventory value which would conform to good ac
counting principles.”
Our Opinion
In view of the fact that it is impractical to allocate the cost of each
truck to the salvaged parts obtained therefrom, the following pro
cedure would seem to result in a satisfactory inventory valuation:
Determine the aggregate cost of all trucks on hand at the begin
ning of, and purchased during, the year or other fiscal period and
the aggregate sales value of all salvaged parts on hand at the be
ginning of, and reclaimed during, the same period. By dividing
the aggregate cost of trucks available by the aggregate salvaged
parts available at retail, the percentage which cost bears to retail on
an over-all basis will be obtained. This percentage can then be
applied to the closing inventory of salvaged parts priced in terms of
estimated selling prices to obtain an estimated cost for the total
inventory. This recommended procedure, of course, is essentially an
application of the retail inventory method.

Standard Costs in Inventory Pricing

It is apparently common practice for a substantial number of
manufacturing companies to use either the current or forthcoming
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years standard costs in pricing closing inventories to establish a
“cost” value therefor. In this connection, the tentative statement of
the American Institute of Certified Public Accountants research de
partment which appeared in the October, 1940, issue of The Journal
bears repetition:
“Standard costs may not be regarded as an alternative basis of
determining the amount at which inventory should be carried unless
they conform, or by appropriate adjustments are made to conform,
to the approximate amount of the inventory determined on an ac
ceptable basis. But when standard costs have been carefully com
puted and fully developed, they may well furnish a satisfactory basis
for inventory valuation.”

The extent of the use of standards for purposes of inventory pric
ing varies considerably among different companies. Some would use
actual material and labor with standard burden rates applied there
to, whereas others use standard material, labor, and overhead for
the valuation of work-in-process and finished-goods inventories and
may even carry raw materials at standard.
The public accountant should recognize that the general rule for
pricing inventories, namely, “cost or market, whichever is lower” is
not invalidated or overridden by management’s policy of using stand
ard costs for its internal accounting. Where it can be determined
that there is substantial deviation between “cost” as arrived at by
the application of standards and actual cost determined according
to one of several accepted alternative procedures (e.g., last-in firstout, first-in first-out, average), it is clearly the accountant’s responsi
bility to see that appropriate correction of any variations is made.
Standard costs are an acceptable substitute for actual costs only
where the cost system provides for frequent revisions of standards to
reflect current costs.

Is Lifo Proper in Valuing Excess
Over Normal Stock?

“I have recently had quite a discussion with several accountants
about the following question and would like your opinion on it,”
writes a correspondent. “The question is whether it is considered
good or accepted accounting theory, when using the ‘base stock
method’ of valuing inventory, to price the excess over the base
stock on the L ifo basis?”
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Our Opinion
While historically “ F i f o or average cost or market, whichever is
lower” have been the bases most commonly applied in valuing
quantities in excess of the base stock, it seems to us that the use of
the L i f o basis would be in accord with current accounting theory.
Indeed it would seem to us that the use of the L i f o method for the
purpose of valuing such excess quantities would more nearly con
form with the objective sought to be achieved by the base stock
method than would either F i f o or average cost, since so-called
“inflationary profits” and “deflationary losses” on the marginal quan
tities would tend to be eliminated from the income statement in
much the same manner as they are eliminated on the base quantity.

Unbalanced Inventories

W e quote below some brief, but rather thought-provoking, ob
servations made by one of our correspondents concerning an aspect
of inventory control. Although inventory control is very largely
concerned with production planning, these few remarks which follow
suggest an area of inventory control in which the accountant has a
real interest.
“Inventory control will become of increasing importance to every
manufacturer as we move steadily into a competitive market with
its attendant availability of materials. One of the more important
and seldom mentioned phases of inventory control is that of balance
in the quantities of raw materials entering into a completed unit.
For example, if an electrical manufacturer has materially over
stocked on wire during the copper shortage and several production
cycles will be needed to convert this item into cash, it appears that
this condition could merit comment in the auditors report. Thought
might be given to reclassifying a certain portion of it as other than
current assets. This question of inventory balance should be in
cluded in the auditor’s program and if the condition does exist, it
should at least be discussed with the client.”
Our Opinion
It is pertinent to note in connection with the above that chapter 4
of Accounting Research Bulletin Number 43, “Inventory Pricing,”
touches on the question of balanced v. unbalanced inventory quan
tities. In discussing generally whether the “cost or market” rule
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should be applied separately to each item of the inventory, to major
categories of inventory, or to the inventory in its entirety, the Bul
letin states:
". . the rule of cost or market, whichever is lower may be ap
plied directly to the totals of the entire inventory, rather than to
the individual inventory items, if they enter into the same category
of finished product and if they are in balanced quantities, provided
the procedure is applied consistently from year to year.
“To the extent, however, that the stocks of particular materials or
components are excessive in relation to others, the more widely
recognized procedure of applying the lower of cost or market to
the individual items constituting the excess should be followed.”
Although we do not think disclosure of unbalanced quantities of
inventory must necessarily be made in the auditor’s report unless
the quantities and amounts involved are material enough to seriously
impair the company’s current financial position, still we do feel the
responsible auditor should be alert to the possibility of a serious
inventory imbalance. Where the excess quantity of inventory con
sists of more or less staple commodities and will not be converted
into receivables or cash within a year or the forthcoming operating
cycle, whichever is the longer, chapter 3(a) of Accounting Research
Bulletin Number 43 “Current Assets and Current Liabilities” would
seem to require that such excess quantity, if material, should be
shown below the current assets. If the excess materials are stylized
or subject to obsolescence or were purchased specifically for incorpo
ration in a model since discontinued, then, of course, the question
of write-down or write-off would arise.

Treatment of Inward Transportation Costs

A reader submitted the following question:
“W e wish to inquire as to the practice generally followed on the
handling of incoming transportation charges by manufacturers of
heavy industrial machinery, agricultural machinery, and automo
biles. W e specifically wish to inquire regarding the propriety of
adding incoming transportation to inventory values in the case of
such basic commodities as steel, coal, and lumber, while considering
it as an item of current expense in the case of fabricated items on
which incoming transportation is relatively less important.
“Our inquiry concerns both the matter of inventory valuation, and
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the matter of application of expense to product. If incoming trans
portation is carried as part of inventory value on certain items and
is written off as current expense on others, a question as to proper
application of cost arises, and also the matter of double application
of transportation charges on certain items unless a special method
of expense distribution is used.”
Our Opinion
It is our understanding that most industrial accountants consider
that inward transportation charges are a logical and necessary por
tion of the acquisition cost of raw materials. As applied to inven
tories, cost means in principle the sum of the applicable expenditures
and charges directly or indirectly incurred in bringing an article to
its existing condition and location. Ideally, such costs as purchasing,
receiving, storing, traffic, and material-testing should be treated as
part of raw-material cost, but obviously many practical difficulties
stand in the way of direct allocation of such joint costs to specific
lots of material.
In our opinion, where bulk materials are received such as steel,
coal, pig iron, lumber, etc., and the vendee pays the incoming
transportation charges, the latter should be treated as part of the
basis for computing material cost per unit.
Where incoming shipments are mixed and include more than one
kind of material, proration of transportation charges to the several
individual material accounts in the stores ledger as a practical
matter is often precluded. Accordingly, incoming transportation
under such circumstances may be charged to an indirect expense
account and subsequently prorated on a weight, bulk, or value basis
or by incorporation in an over-all departmental burden rate, or
charged to a transportation-in account for distribution to work-inprocess on some uniform basis as materials are issued and used.
We can appreciate the point made in your letter re “double ap
plication of transportation charges on certain items unless a special
method of expense distribution is used.” If incoming transportation
which as a practical matter cannot be charged to stores ledger
directly were to be accumulated as transportation-in (a deferred
charge), you may find it feasible to distribute the accumulated
charges only as certain materials not previously burdened with
transportation are issued into production.
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IN C O M E T A X A L L O C A T IO N

Tax Provision for Uncollected Profit
on Installment Accounts Receivable

A correspondent writes us as follows regarding a question which
we have had before and which seems to have a way of recurring
from time to time:
“One of our clients has substantial installment sales in relation to
his total business. For book purposes, profits on these installment
sales have been computed on the accrual basis of accounting, that
is, profits on such sales have been taken into income at the time
the sales are made. For tax purposes, profits on these sales have been
reported on the installment basis, that is, gross profits are taken
into income in proportion to the cash collected. As a result there
has generally been a substantial difference between book and tax
able income, and at the end of any year the installments receivable
include a significant amount of gross profits which have been taken
into income on the books but which have not yet been reported as
taxable income. Such gross profits will only be reported as taxable
income when the receivables are actually collected. These collec
tions may extend beyond one year.
“In recognition of the different treatment accorded the same in
stallment sales for book and tax purposes, the company has charged
income each year with an amount equivalent to the estimated
federal income taxes payable on the income from installment sales
computed on the accrual basis. This charge has been shown in two
amounts immediately before net income for the year. The first
amount represents the provision for taxes actually payable on tax
able income. The second amount, assuming no change in the tax
rates between years, represents the estimated federal income taxes
applicable to the increase during the year in gross profits included
in installments receivable to be reported as taxable income in some
future period. In the balance sheet, the provision for federal in
come taxes actually payable is included in current liabilities, and the
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provision for the second amount is included in a special reserve
shown below current liabilities. Installments receivable are included
in current assets.
“Recently the client questioned the desirability or the need for
the special reserve just described above, whether created by charges
to income or otherwise. While our rejoinder to the client was that
the method of providing for this reserve is in accordance with gen
erally accepted accounting principles, we would like you to con
sider carefully the facts in this particular case and, based upon your
studies, let us know whether it would be possible to eliminate
entirely this reserve and the corresponding charges to income and
still be in accordance with generally accepted accounting princi
ples.
“A further question has been raised as to where the reserve for
taxes on future installment-receivable collections should be shown
on the balance sheet. Could this reserve under any circumstances
properly be shown in the net worth section of the balance sheet as
a part of surplus?
“Finally, do you know of any instance where a member of the
American Institute of Certified Public Accountants has given an
unqualified opinion on the financial statements of a company, which
has not made provision in the income statement and balance sheet
for the estimated federal income taxes applicable to the gross profits
on installment sales taken into income on the books but not yet re
ported as taxable income?”
Our Opinion
It is stated that the company has followed the practice of provid
ing, by a charge to income, for federal income taxes which would
be payable on that portion of the profit which has accrued during
the year but on which collections have not been received. In this
connection, the question is posed whether it would be possible to
eliminate such charges to income and still report the income in
accordance with generally accepted accounting principles. It is our
belief that the company would improperly report income unless it
includes a charge to income for the tax on that portion of its income
which is accrued but uncollected. Under chapter 10(b) of Account
ing Research Bulletin Number 43, it does not seem to be proper for
a company to report income without first charging or reducing that
income by the applicable tax, even though that tax is not immedi
ately payable, viz., “If credits of significant amounts are made to
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surplus (directly or through the income statement) as to which,
because of differences in accounting methods, no income tax has
been paid or provided for, appropriate disclosure should be made,
and if a tax is likely to be paid thereon, provision should be made
for the estimated amount of such tax. This rule applies, for in
stance, to profits on installment sales or long-term contracts which
are deferred for tax purposes. . ."
In answer to your second question, we believe the reserve for
income taxes on future installment-receivable collections should be
shown as a current liability in accordance with chapter 3(a) of
Accounting Research Bulletin Number 43, and that it would be
patently improper to include such reserve as a component of net
worth.
In our study of financial reports we have found no case in which
there has been failure to provide for income taxes on the profit
portion of the uncollected installment receivables. Also, no instance
has come to our attention, and none had come to the attention of
several prominent members of the profession with whom we dis
cussed this question, of a member of the Institute giving an un
qualified opinion on financial statements where such a provision
has not been made by a charge in the income statement and setting
up a liability in the balance sheet.

Tax Liability in Accrual-Basis Statement
Prepared for Cash-Basis Taxpayer

The following situation would appear to be a typical one en
countered by practitioners having clients who, for tax purposes,
report on a cash basis but keep their regular books of account and
prepare their financial statements for use by management and third
parties on an accrual basis. A correspondent outlines the facts as
follows and inquires as to the proper amount for federal and state
income taxes to be included in the balance sheet: "A client, a corpo
ration, maintains two (2) sets of books and records. One set is kept
on the basis of cash receipts and disbursements and the other on the
accrual basis. The corporation files its tax returns and pays its in
come taxes on the cash basis, which basis has been accepted as
satisfactory by the Bureau of Internal Revenue. An accrual-basis
balance sheet is being prepared for the corporation. The accrualbasis balance sheet will, of course, include earned net income of the
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corporation, which at the date of the balance sheet has not been
reported as taxable income for tax purposes. This unreported earned
net income will consist primarily of accounts receivable, materials
and supplies, reduced by accounts payable.”
Our correspondent asks the following questions regarding prepara
tion of the accrual basis balance sheet:
1. Is it proper to include in the balance sheet a liability for fed
eral and state income taxes based on the accrued earned net income
of the corporation which has not been reported as taxable income for
tax purposes?
2. If so, should the amount of such liability be computed at tax
rates in existence at the date of the balance sheet? and
3. Would its omission from the balance sheet, if material, result
in a failure to properly reflect the financial position of the corpora
tion?
Our Opinion
In our opinion, it is not only proper but necessary in a case such
as is outlined, to include in the accrual-basis balance sheet a liability
for federal and state income taxes based on the income which the
corporation would report if, for tax purposes, it was regularly on
the accrual basis. We also feel that if the difference between the
tax liability on the cash basis and the estimated tax liability on an
accrual basis is material, a balance sheet which did not report the
latter amount would improperly reflect the financial position of the
corporation. The computation of such liability, we believe, should
be based on tax rates known at the time the balance sheet is pre
pared.
In reaching this conclusion we have been governed by the belief
that the balance sheet and income statement are interrelated and
should be internally consistent. It seems to us that if an income
statement is presented in conjunction with a balance sheet, the two
statements should go together, i.e., should be on the same basis.
Accordingly, the tax provision or allowance reflected in the balance
sheet should be related to the income reported in the income state
ment. Unless this procedure is followed the statements would neither
properly reflect the condition of the business or the results of its
operations nor would they show the cash receipts and disburse
ments and the results of the cash transactions.
Chapter 10(b) of Accounting Research Bulletin Number 43 con
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tains the following language: “If, because of differences between
accounting for tax and accounting for financial purposes, no income
tax has been paid or provided as to certain significant amounts
credited to surplus or to income, disclosure should be made. How
ever, if a tax is likely to be paid thereon, provisions should be made
on the basis of an estimate of the amount of such tax.” In the case
of the balance sheet under consideration, failure to provide fully
in the income statement for the taxes attributable to the accrual
basis income would result in amounts being taken up as income and
brought into the earned surplus account free of any tax burden,
notwithstanding the fact that when they are recognized as income
they must carry a related income tax. Accounts receivable would
also be included as current assets without the tax attributable to
them being reflected as a current liability. Such results, in our
opinion, would be misleading.
This particular case seems to be quite analogous with situations
in which companies accrue income in full for their own book pur
poses when installment sales are made but pay taxes on such sales
on a cash-receipts basis. We believe the generally accepted practice
in these situations is for companies to accrue and relate their tax
liability to the income that is accrued on their books rather than
just the amounts actually received. It would seem that a similar
practice should be followed in cases such as that which we have
been considering above.
Following the publication of this article, we received a letter
from a reader who stated that our analysis had considered only the
situation where accrued net income is greater than the cash-basis net
income. Our correspondent inquired whether we would accrue only
the tax on accrued net income when it is less than the amount which
will be payable on the cash basis.
Our opinion is that the same principle should apply, i.e., the
liability for taxes should be related to the income accrued, regard
less of whether income on the cash basis is less than or exceeds
income on the accrual basis. We do think in these cases, however,
especially where the divergence between tax liabilities computed
on the two bases is material, that the actual taxes estimated to be
payable should be indicated either (a) in a footnote to the state
ments with an explanation that the company reports for tax pur
poses on a cash basis but prepares its financial statements on the
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accrual basis, or (b) by showing the tax estimated to be actually
payable in full on the income statement, with a deduction there
from or an addition thereto of the amount of the difference between
the tax liabilities computed on the two bases. The amount of the
difference would correspondingly be charged or credited to the
tax liability.
One way in which the situation described would presumably
occur is when a company is experiencing a period of declining sales.
The accrual basis generally uses the completed sale as the occasion
for recognition of revenue. Thus, if the recommended treatment were
followed consistently, provision would have already been made in
accrual basis statements of the prior period for the tax liability
applicable to a portion of the cash basis income currently taxed.

Credits to Paid-in Surplus Net
of Capital Gains Taxes

A reader of this column writes us as follows:
“A corporation dealing in its own stock realizes a profit which,
under the regulations of the Securities and Exchange Commission,
must be credited to paid-in surplus. Under the Treasury regulations
such profit is subject to the capital gains tax. It appears logical to
me that the amount to be credited to paid-in surplus should be the
gain realized, less the capital gains tax. People that I have talked
to are questioning the propriety of charging paid-in surplus with
the tax on such a gain. It is my opinion that SEC Accounting Series
Release No. 6 does not preclude the charging of capital gains taxes
against such profits for purposes of reporting to the SEC. Further,
it does not appear logical to contend that such taxes may not be
charged against paid-in surplus because if a company had no other
net income during the year, then a loss would be shown from opera
tions by the amount of these taxes.”
Our Opinion
Chapter 10(b) of Accounting Research Bulletin Number 43 reads
in part as follows: “Where an item resulting in a material increase
in income taxes is credited to surplus, the portion of the provision
for income taxes which is attributable to such item should, under
the principle of allocation, be charged thereto. The committee sug
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gests, however, that the provision for income taxes estimated as due
be shown in the income statement in full and that the portion
thereof charged to surplus be shown on the income statement either
(a) as a separate deduction from the actual tax or (b ) as a separate
credit, clearly described.”
In our opinion, assuming the amounts involved are material, the
treatment the reader proposes is sound and in harmony with this
recommendation of the committee on accounting procedure. It seems
clear to us that the net increase in the company’s capital resulting
from the transactions in its own stock is only the amount that is left
after the properly allocable expenses, including income taxes, are
deducted. In making the charge to paid-in surplus for these taxes,
we assume he has in mind the committee’s recommendation that
the corresponding credit should be separately reported in the in
come statement.

A Case for Tax Allocation

The following letter was recently received from a practicing ac
countant:
“I am enclosing herewith the operating statement of one of the
large oil companies. I would like your opinion in regard to the deduc
tion under operating charges of federal income taxes.
“In my opinion by including federal income taxes as an operating
charge the correct earnings of the company are not disclosed. Federal
income taxes should be treated as a deduction from the net profit of
the company instead of being treated as disclosed in this statement.
“If large corporations are permitted to prepare operating state
ments in this manner, it seems to me that the American Institute of
Certified Public Accountants should take an interest in correcting
such procedures.”
Schematically, the operating statement referred to in our cor
respondent’s letter appeared as follows:
Gross operating income
Less: Operating charges (including federal income taxes)
Operating income before reserves
Less: Reserve provisions
Net operating income
Add: Non-operating income, net
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Income before interest charges
Less: Interest charges
Net income for the period
Our Opinion
Unlike our correspondent, our principal objection to the above
treatment of federal income taxes does not lie in the fact that such
taxes were treated as an operating charge in the income statement.
Our objection, rather, is based on the fact that no allocation of fed
eral taxes was made in connection with the non-operating income
and interest charges shown below the so-called net operating in
come. In conformity with the implied terms of chapter 10(b) of
Accounting Research Bulletin Number 43, federal income taxes
included in operating charges should have been reduced by the
amount of taxes attributable to the non-operating income less interest
charges, and a similar amount allocated as a charge to the non
operating section of the statement.
The 1947 statement of consolidated income of E. I. duPont de
Nemours may be cited as a good example of this treatment. The
company employed what might be termed a two-section income
statement, the first section showing "operating income—net,” the
second section showing “other income—net.” Provisions for "fed
eral taxes on operating income (allocated portion)” and "federal
taxes on other income (allocated portion)” were shown as deduc
tions in the respective sections.
The apparent objective of those who favor the use of a "twosection” form of income statement is to make the periodic reporting
of income more informative by segregating and distinguishing be
tween net operating income and non-operating gains and losses
while at the same time reporting the sum of the two sections as net
income for the year. If income taxes are to be included in a “twosection” income statement “immediately preceding the showing of
net income for the period,” no problem of allocation within the state
ment itself would exist. However, if income taxes are to be classified
as an operating expense in arriving at the net operating income
shown in the first section of such a statement, it seems clear that tax
allocation within the statement itself is required. Thus, only that por
tion of total estimated taxes attributable to operations should be
shown in the “operating” section, and the portion of the total tax
burden attributable to non-operating gains and losses should be
allocated to the “non-operating” section.
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Are Public Utilities an Exception
Under Bulletin Number 44?

We have received a number of inquiries as to whether the use of
the phrase “in the ordinary situation” in paragraph 4 of Accounting
Research Bulletin Number 44, “Declining-balance Depreciation,”
might be interpreted as meaning that the conclusions of the sentence
in which it appears might not apply to regulated companies. The
complete sentence reads: “However, the committee is of the opin
ion that, in the ordinary situation, deferred income taxes need not
be recognized in the accounts unless it is reasonably certain that
the reduction in taxes during the earlier years of use of the declin
ing-balance method for tax purposes is merely a deferment of in
come taxes until a relatively few years later, and then only if the
amounts are clearly material.”
The reason for qualifying its conclusion by the insertion of the
phrase “in the ordinary situation,” was that the committee on ac
counting procedure realized that there might be various situations
in which the recognition of deferred income taxes would be of spe
cial importance. Public utilities were among the “situations” to
which the committee gave particular consideration and with respect
to which it visualized more cases in which deferred taxes might be
of special importance than would be true of business organizations
generally.

Some Questions on Bulletin Number 44

A correspondent writes us as follows:
“I am at a loss to comprehend fully the intentions of the com
mittee on accounting procedure as written in Accounting Research
Bulletin Number 44, ‘Declining-balance Depreciation.’ In the last
sentence of paragraph four, in discussing cases in which the declin
ing-balance method is adopted for tax purposes but other appro
priate methods are followed for financial accounting purposes, the
committee states its opinion that, “in the ordinary situation, de
ferred income taxes need not be recognized in the accounts unless
it is reasonably certain that the reduction in taxes during the earlier
years of use of the declining-balance method for tax purposes is
merely a deferment of income taxes until a relatively few years
later, and then only if the amounts are clearly material.’
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“What is meant by the phrase relatively few years later? Does
the committee mean to imply that income taxes deferred for only
a few years need not be considered, and if deferred for a con
siderably longer period, should be considered? As an example of
what I mean, what steps should be taken in connection with de
ferred income taxes for a corporation whose sole business is owner
ship and operation of a huge apartment project which has adopted
a sum-of-the-digits method of depreciation primarily for tax pur
poses?
“Regarding paragraph three, which states that ‘when a change to
the declining-balance method is made for general accounting pur
poses, and depreciation is a significant factor in the determination
of net income, the change in method, including the effect thereof,
should be disclosed in the year in which the change is made,’ please
advise your opinion as to a comment necessary in the report of a
new corporation which has initially adopted the declining-balance
depreciation, or sum-of-the-digits, method of depreciation.
“To be very truthful about it, I was disappointed by this Bulletin
Number 44. It did not really answer the many questions involved
in the subject.”
Our Opinion
Before attempting to answer our correspondent’s specific ques
tions, perhaps we should make the general comment that Account
ing Research Bulletin Number 44 was intentionally limited in its
scope as the result of a long-standing policy of the committee on
accounting procedure. These bulletins make no attempt to “answer”
all the questions that may be implicit in a subject. They usually
confine themselves to a statement of the broad considerations in
volved in an unsettled accounting area and a statement of the com
mittee’s conclusions to serve as a general guide to accountants in
resolving their specific problems.
Bulletin Number 44 had a limited objective: to state the com
mittee’s view that the declining-balance method accords with gen
erally accepted accounting principles; to emphasize the need for
disclosure, either in the financial statements or in the auditor’s
report, of a change to the declining-balance method for general
accounting purposes, and the effect thereof where depreciation is
significant; and to set forth the committee’s conclusions on the
circumstances under which deferred income taxes need be recog
nized where a company has used the declining-balance method for
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tax purposes and another acceptable depreciation method for finan
cial accounting purposes.
Our comments with respect to the specific questions raised by our
correspondent are as follows:
When the committee indicated that tax allocation would be un
necessary unless there is “merely a deferment of income taxes until
a relatively few years later,” it had in mind the typical industrial
enterprise where replacements of depreciable assets take place
with considerable regularity or where there is gradual expansion
of physical facilities. In such cases, if deferred income taxes were
recognized in the accounts, a liability balance would be built up
which would be reduced only during a period of contraction or
liquidation when, as a matter of fact, losses rather than gains are
characteristic. Accordingly, it is probable that the accumulated tax
liability would never have to be met in such cases.
The committee did not mean to imply that income taxes deferred
for only a few years need not be considered, but just the reverse. In
other words, though stated somewhat negatively, the effect of what
it said is that, if the amounts are clearly material, and if it is reason
ably certain that the reduction in taxes during the earlier years will
be quickly followed by a period during which the taxes will exceed
what they would have been if the book depreciation had been taken
for tax purposes, accounting recognition should be given to de
ferred income taxes. The committee also indicated that there may
be other situations in which accounting recognition should be given
to deferred income taxes.
In the case of a company whose sole business is the ownership
and operation of an apartment project, under the principles of the
bulletin there should be recognition of the deferred income tax,
where a declining-balance method is used only for tax purposes.
This point is covered explicitly in the research department article
referred to above. The article says in part: “The best case for alloca
tion can be made for a single unit of property, since the period
during which the depreciation taken for tax purposes exceeds that
shown on the books is immediately followed by a period during
which the reverse is true.” In such a case the deferred tax liability
built up during the earlier part of the life of the property would
gradually be reduced during the later part.
The bulletin deals with the matter of disclosure only in terms of a
significant change in accounting method. In the case of a new com
pany which initially adopts the declining-balance method of depre
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ciation, there is no change, so obviously the bulletin is not applicable.
Since straight-line depreciation has been so predominant in the
past, however, we are inclined to believe that it would be desirable
for a new company to disclose that it has adopted the decliningbalance method as a matter of pertinent general information. Of
course, if it uses the declining-balance method for tax purposes only
and not for regular financial reporting, it may have to disclose this
fact and recognize the deferment of taxes.
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Paying Dividends During Deficit Period

The research department of The American Institute of Certified
Public Accountants recently learned of a situation where a corpora
tion shortly after its inception had paid dividends for several years
in the absence of an earned surplus and had shown such accumu
lated dividend payments as a deficit rather than charging the same
to an existent capital surplus. However, the financial statements
consistently carried a footnote explaining the origin of the deficit.
Inquiry was made whether, after accumulated earnings had com
pletely erased the deficit and an earned surplus now appeared in
the accounts, there was any necessity of the corporation’s continuing
to make reference in its financial statements to the nature of the
original dividend payments.
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Our Opinion
Although without exact knowledge of the fact, we may assume
the dividends conformed to legal standards. However, it is im
portant to stress here that ordinarily it would not be considered
sound financial policy to declare dividends when the effect would
be either to create a deficit, or add to one already in existence. It is
commonly considered that once a deficit has appeared, a dividend
appropriation is hard to justify until subsequent earnings are more
than sufficient to offset the deficit and give rise to an earned surplus.
The procedure followed in the past by the subject corporation
with respect to dividend payments seems clearly to have involved
a liquidation of and consequent impairment of capital. Despite the
questionable procedure followed in the past, there would appear to
be no useful purpose served—now that the deficit has been com
pletely absorbed and an earned surplus accumulated—in requiring
the corporation to continue to make disclosure in the current finan
cial statements regarding the nature of past dividend policy. This
is especially true since the history of the deficit was adequately
disclosed in previously published statements.
Dividend Payments Despite
Existence of Operating Deficit

A reader presented to us the data in Table 1 relating to the
capital and surplus accounts of a corporation which had paid “divi
dends” while an operating deficit existed.
TABLE

1

EARNED
SURPLUS

CAPITAL
SURPLUS

CAPITAL

CREDIT

CREDIT

CREDIT

12/31/40 Balance
Dr. $90,000*
1941 Operating profit
10,000
“ Dividend” paid
1942 Operating profit
12,000
“Dividend” paid
Write-down of par
value of stock
(Authorized by
stockholders)
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$250,000
Dr. $
Dr.

8,000
14,000

100,000

Dr.

100,000
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1943 Operating profit
1944 Operating loss
“Dividend” paid
1945 Operating profit
“Dividend” paid
1946 Operating profit
“Dividend” paid
Balance per books
12/31/46

Dr.

15,000
3,000
Dr.

4,000

Dr.

10,000

Dr.

7,000

20,000
5,000

Dr. $31,000

Cr. $ 57,000

Cr. $150,000

* $20,000 o f this represents a “dividend” paid during the first year of busi
ness. There was an operating loss for that year and for all other years prior to
1941, thus accounting for the remainder o f $70,000.

The reader further stated that “the auditor who made the ex
amination claimed that all the so-called ‘dividends’ should have
been charged against the earned surplus account” and had insisted
on presenting the information in the balance sheet as follows:
Capital and Surplus:
Capital Stock.................................................
Capital surplus (arising from reduction
in stated value of shares)...................... $100,000
Less: Earned Surplus (deficit)..................
74,000

$150,000

26,000
$176,000

He asks us for an expression of our views as to (1) “how the
equity of the business should appear in the balance sheet” and
(2) “what should be the book balances of the earned surplus and
capital surplus accounts in the ledger.”
Our Opinion
If the board of directors had specifically declared the dividends
out of capital surplus and the governing statute made no prohibi
tion against such a dividend, it would seem there would be no
alternative to charging to that account the dividends that were
declared after the capital surplus had been created. It should be
noted that when the 1941 dividend was declared no capital surplus
existed. Of course dividends declared from capital surplus would
imply putting the stockholder on notice as to the source of the
dividends paid.
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In the absence of any specific direction by the board in its declara
tions as to the source from which the dividends were to be paid, we
would agree with the examining auditor’s contention that “all the
so-called ‘dividends’ should have been charged against the earned
surplus account.” It seems clear that if the December 31, 1946,
ledger balances were allowed to stand as they are shown and used
as a basis for balance-sheet presentation, both the amount of the
contributed capital and the extent to which it has been impaired
would be understated.
According to this reasoning, the “capital and surplus” section, as
displayed in the balance sheet proposed by the auditors, would be
proper. For the sake of clarity, however, it might be desirable under
such circumstances to substitute words somewhat as follows: “Deficit
from operations and dividends paid” in place of the less meaning
ful but technically correct expression “earned surplus (deficit).”
It may be pertinent to point out that in a situation of this kind,
creation of capital surplus by reduction of the formal or stated
amount of capital is often precedent to a policy of charging an
accumulated operating deficit against such surplus and making a
“fresh start.” Such a restatement of capital and absorption of a
deficit is generally recognized as one step in a “quasi-reorganiza
tion.” However a quasi-reorganization is generally understood also
to call for a clear report to the stockholders of the steps proposed
to be taken and the obtaining of their formal consent, a restatement
of assets and liabilities in terms of present conditions, and the
“dating” of any surplus earned thereafter.
In the absence of such a “quasi-reorganization” we believe that
as a general rule corporate financial policy adheres in its account
ing procedures to the theory that capital must be maintained. This
usually implies the accumulation of profits sufficient to absorb a
deficit before any distributions are made to stockholders from cur
rent earnings.
Despite the flexibility in this area permitted by modem corpora
tion law, it seems imperative from an accounting standpoint that
the accounts should maintain to the extent possible the distinction
between contributed capital and the accumulated results of opera
tions. In the present case the cumulative operating deficit, together
with the dividend payments made despite such deficit, measure
the extent to which capital is impaired. In our opinion, if not pre
vented by the manner in which the dividend declarations are
phrased, greater clarity would be afforded by showing such measure
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ment in the financial statements as a deduction from either the
capital surplus (as the auditors proposed) or the capital stock and
capital surplus. It would also seem desirable in a case of this nature
to inform the reader of the financial statements by footnote, or
parenthetically in the caption, the extent to which the reported
“deficit” is composed of dividend payments.

Revaluation Surplus as Basis for
Dividend Payments, Absorption of Deficit

A reader asks for our advice on a situation which he outlines as
follows:
“A real estate corporation had an operating deficit at the begin
ning of a fiscal period amounting to $46,000. During such period,
the corporation earned $12,000 and paid cash dividends in the sum
of $17,000, the net effect of which was to increase the deficit to
$51,000. Money had to be borrowed for the payment of the divi
dends. Is that good financial prudence?
“Furthermore, in order that the corporation might have a good
size surplus to pay dividends, the board of directors at a regular
meeting decided to increase the value of the property by $118,000,
and this item was credited to an account entitled ‘Surplus from
Reappraisal of Real Property.’ The president of the corporation
stated at the meeting that such a procedure would enable the
corporation to pay the dividend out of surplus. Is this a proper basis
for a cash dividend under the circumstances? Would you construe
the procedure as misleading and contrary to honest intentions?
“Your opinion is desired on the action to be taken by the certified
public accountant in preparing his report on the above.”
Our Opinion
It seems to us that, in a case such as you describe, the rule of
informative disclosure would require that the auditor insist on dis
closing, either in a footnote to the statements or in his report, the
fact that the corporation has paid dividends in an amount exceeding
its current year’s earnings, thereby increasing an already existing
deficit (or further impairing the corporation’s capital), and has bor
rowed the money to make such dividend payment.
Similarly, in the case of the upward restatement of asset values
and resulting creation of revaluation or appraisal surplus: as a mini
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mum, the auditor should insist on full disclosure in the statements,
and that subsequent depreciation should be based on the increased
values now reflected in the balance sheet. If parcels of real property
held for sale and previously carried at cost were included in the
write-up, the accountant would have to mention the lack of con
sistency with respect to inventory carrying values in his report. If
the auditor has good reason to believe that the write-up has no real
basis in fact, or is spurious or whimsical, we believe he should state
his disapproval of the upward restatement in his report on the
ground that, under the circumstances, such a departure from cost is
contrary to generally accepted accounting principles. The extent to
which the net worth and the income statement are affected thereby
should also be indicated.
The independent accountant’s principal function, of course, is
that of making findings of fact in order to assure himself as to the
soundness of representations made in financial statements to which
he lends his name. Although as a rule the accountant may not
directly concern himself in his report with whether a client’s finan
cial policies are prudent, where certain policies materially affect
the financial condition or operations of a client, we think it incum
bent on the accountant to disclose such policies.

Recording a Stock Dividend

The following question relating to the proper time and manner of
recording a stock dividend was recently submitted to us. The an
swers presented represent opinions prepared by three public ac
counting firms.
“A company having par value common stock declares a common
stock dividend at an assigned value which is in excess of the par
value. The excess of assigned value over par value is customarily
handled as a capital surplus item. Should the creation of the capital
surplus be reflected as of the date of declaration of the stock divi
dend or as of the date the shares of common stock issued as a
dividend are distributed to the stockholders? In the event that non
dividend bearing scrip certificates are issued for fractional shares
preliminary to the actual issuance of the shares, should capital sur
plus be reflected as of the date of declaration or as of the date of
issuance of the scrip certificates or as of the date of the eventual
issuance of the shares of stock?”
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answer no . 1 : “In our opinion, the earned surplus account should
be charged with the amount to be appropriated for the stock divi
dend, at the time the dividend is declared. Appropriated surplus
should be credited with such amount and an explanation made in
the respective surplus accounts by the use of appropriate language
similar to the following:

“ ‘Appropriated for common stock dividend of
shares declared _________ , payable ____
credited to capital stock in the amount of $____
capital surplus in the amount o f _________ )’

(to be
and to

“When the shares are issued a charge would be made to Appro
priated Surplus and credits made to Capital Stock and to Capital
Surplus in the proper amounts.”
answer no . 2: “Our reply is predicated on the assumption that
there are no legal restrictions governing the date on which such a
stock dividend must be recorded. It is our opinion that, as to full
shares to be issued, the charge to earned surplus and the credits to
capital stock and capital surplus should be recorded as of the date
the shares are actually issued to the stockholders.
“In the event that nondividend-bearing scrip certificates are
issued for fractional shares preliminary to the actual issuance of the
shares, we believe that the date of recording such transaction de
pends upon whether or not the scrip certificates become worthless
if not applied to the acquisition of full shares of stock within a
limited period. If there is no such restriction, we believe that they
should be recorded in the same manner as full shares. However, if
terms of the issue provide that scrip certificates for fractional shares
become of no value unless applied to the acquisition of full shares
of stock within a limited period, it is our opinion that no entry
should be made until and to the extent that full shares are issued
therefor.
“Mention of the declaration of the stock dividend and the pro
posed creation of capital surplus should, of course, be appended to
financial statements as of any date between the date of declaration
of the stock dividend and the actual distribution of the new shares.”
answer no . 3: “We believe that upon declaration of the stock
dividend earned surplus should be charged and a liability account
credited for the total of the assigned value of the stock to be issued.
When the shares of common stock are distributed to the stockholders
as a dividend, the liability account should be debited, capital stock
credited with the par value, and capital surplus credited with the
difference between the par value and the assigned value.
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“In the event nondividend-bearing scrip certificates are issued
preliminary to the actual issuance of the shares, we believe that the
liability account should be debited at that time, nondividend-bear
ing scrip certificates should be credited with the par value of the
stock to be issued, and the difference between such par value and
the value to be assigned the stock to be issued should be credited
to capital surplus. When the actual shares are issued, the account
for scrip certificates should be debited and common stock account
credited.”
Our Opinion
The diversity of treatment suggested by the above three answers
is evidence of the fact that the question involves a problem which is
unsettled among accounting practitioners. Our own inclination is to
favor the treatment suggested in answer No. 1. Briefly, our reason
ing is as follows: In a case where a dividend is declared which is to
be paid in cash, it is our understanding that the amount involved
becomes an irrevocable contractual debt of the corporation to its
stockholders. In that event, it is imperative that the dividends pay
able be set up and included among the current liabilities. On the
other hand, we understand that a declaration by the board of
directors of a stock dividend involving the capitalization of a por
tion of retained earnings results in no corporate liability and may
be revoked at any time prior to the actual issuance of shares. Such
a declaration will not result in the expenditure of any working
capital within the ensuing operating period, and basically requires
only a reclassification of the amount involved as between certain
proprietorship accounts. Thus, to give effect to the stock dividend,
all that seems necessary at the declaration date is to earmark in an
informative manner the amount of retained earnings to be perma
nently capitalized.
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Fully Depreciated Assets

We have been asked to comment on the following question:
“What should the auditor do when he finds that fixed assets still
being used in a trade or business have been fully depreciated, both
for regular accounting and for tax purposes? I have in mind a situa
tion in which, at the time the fixed assets were purchased and put
into operation, the estimated useful life recommended by the manu
facturer was adopted for book-depreciation purposes and proved
to be acceptable to the Treasury Department for income-tax pur
poses. Furthermore, maintenance on these fully depreciated fixed
assets is only slightly greater than when they were only half depre
ciated.”
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Our Opinion
While this question has not been specifically dealt with by any
official body of the Institute, some indication of the thinking of the
committee on accounting procedure on the subject is given in its
Accounting Research Bulletin Number 27 dealing with fully amor
tized emergency facilities. In that bulletin the committee expressed
the belief that, where an adjustment of the accumulated amortiza
tion or depreciation of emergency facilities would clearly have a
significant effect upon the representations that would be made in
future financial statements, an adjustment of the accumulated amor
tization or depreciation will provide more useful financial state
ments.1
Paragraph 6 of the bulletin gives an indication of the breadth of
the committee’s thinking on the subject:
“6. In special situations in which material amounts of depreciable
assets are determined to have a substantially longer or shorter life
than was originally anticipated, a more adequate assignment of cost
to the future revenues to be derived from such assets during their
useful lives may result from an adjustment or restatement of the
accumulated depreciation previously recorded. Such a re-allocation
of the costs of assets between past and future operations and reve
nues may be desirable when there have been circumstances which
prevented the determination of an ordinary and reasonable approxi
mation of the useful lives of assets and when the amounts of such
assets and the annual depreciation charges thereon are large in rela
tion to the total property in use and to the annual net income. In
general, useful financial statements are not achieved by an under
statement or an overstatement of asset carrying value which is to be
accompanied by an overstatement or understatement of future in
come because of materially excessive or deficient prior allocations of
costs.”
However, it must be recognized that the committee believed that
“under most circumstances, costs once identified and absorbed
through amortization or depreciation charges are not considered to
be subject to further accounting, and corrections of estimates affect
ing the allocations are commonly reflected in revised charges during
the remaining life of the property.” It also took the position that
1 This section of Accounting Research Bulletin No. 27 was omitted from the
restatement of the bulletin as chapter 9(c) of Accounting Research Bulletin
No. 43.
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ordinarily overestimates or underestimates of the useful life of a
facility are recognized before a major proportion of its service life
has elapsed so that adjustments may be made by changing the rates
during the remaining estimated life. The bulletin also pointed out
that even when a mistake is not discovered until the asset is fully
depreciated, the amounts of such fully depreciated property are
not ordinarily sufficiently great to have much significance and they
tend to be offset by overestimates of the lives of other properties.
You make an important point when you state that the mainte
nance costs of the property in question are only slightly greater than
they were when the property was only partially depreciated. In
cases where such is not the case and maintenance charges are
materially greater, it may be that the property has actually little
value from an operating standpoint. Accordingly, the mere fact that
significant amounts of property have been fully depreciated does
not in itself justify a restatement of the depreciation. The committee,
in Bulletin Number 27, pointed out that the judgment as to whether
a restatement of the amortization should be made depends upon the
usefulness and worth of the property for future production.

Transfer from Capital to Earned Surplus

W e were asked to answer the following question:
“When a company’s own securities are purchased at an amount
below par and the resulting gain is credited to capital surplus, is it
permissible to transfer this gain from capital surplus to earned sur
plus when the entire issue of the securities involved is retired?”
The following answers to the foregoing question represent those
of three practitioners to whom the question was submitted.
answer no . 1: “It is preferable to retain in capital surplus the
gain to a company arising from purchasing its own securities below
par. If a transfer is made to earned surplus, that account could
hardly retain the word “earned” in its caption. It should then be
merely surplus and the fact that it includes such gain should be
brought out either in the title or in a footnote.
“This gain could probably be capitalized by a stock dividend of
another class of stock, but whether it could be paid out in cash, or
otherwise disposed of would depend on the laws of the state of
incorporation.”
answer no .

2: “Presumably, this refers to equity securities rather
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th a n b o n d s or n otes. B o n d s or n otes p u rch a sed a t less th an p ar
w o u ld , I thin k, b e e q u iv a le n t to a ca n ce lla tio n o f a fixed o b liga tio n
a n d m ig h t v e r y w e ll b e co n sidered as an ad d itio n to ea rn ed surplus.
P resu m ab ly, if a c o m p a n y ’s b o n d s or notes c o u ld b e p u rch ased at
less th an par, th e c o m p a n y w o u ld n o t b e in v e r y g o o d financial
p ositio n an d th e ea rn ed surplus thu s c r ea ted w o u ld p r o b a b ly for
oth er reasons, g e n e ra lly insufficient w o rk in g ca p ital, b e u n a v a ila b le
for d iv id e n d distribution. H o w e v e r , if e q u ity securities, co m m on or
p referred stock, are p u rc h a sed b e lo w par, it seem s to m e th a t th e
resu ltin g cre d it is a c a p ita l co n trib u tio n or an ad ju stm en t o f a ca p ita l
co n trib u tio n a n d sh o u ld b e reco rd e d as c a p ita l surplus. In effect, if
a sto ckh older b o u g h t stock o f $ 10 0 p ar v a lu e a t p ar v a lu e a n d re
c e iv e d from th e co m p a n y , say, $80 for it, h e w o u ld b e m a k in g a
d o n ation to th e co m p a n y o f $20, if th e b o o k v a lu e o f th e sto ck w as
e q u iv a le n t to par. I f th e b o o k v a lu e w a s less th an par, h e w o u ld
b e m a k in g a co n trib u tio n still tow ard s th e deficit. In either case, it
is m ore in th e n atu re o f a do n atio n th an a n y sort o f earning.
“I f w e w e re d e a lin g w ith an o b lig a tio n w ith a fixed am o u n t at
dollars b e a rin g interest, w e w o u ld n o t b e in th e p ositio n o f d o n atin g
ca p ital, b u t in th e position o f fo r g iv in g a d e b t. T h is, I thin k, is the
distin ction .”
answer no . 3:

“T h e qu estio n su b m itted d id n o t in d ica te w h eth er

th e securities in v o lv e d rep resen ted a b o n d issue or a ca p ita l stock
issue. T h e an sw er is ac c o r d in g ly a d a p te d to b o th situations.
“ (a) I f th e c o m p a n y p u rch ased b o n d s for an am o un t b e lo w par
or b o o k v a lu e it w o u ld b e in correct to cre d it su ch d ifferen ce to
c a p ita l surplus either for a sin gle am o u n t in v o lv e d a t th e tim e o f
th e c o m p a n y ’s acqu isitio n o f th e securities or o f th e a c cu m u la te d
am o u n t at th e tim e o f retirem en t o f th e entire issue. T h e c o m p a n y ’s
g a in on th e acqu isitio n s w o u ld b e ea rn ed surplus a t th e tim e o f ea ch
acqu isitio n .
“ (b) I f th e c o m p a n y p u rch a sed its c a p ita l sto ck for an am oun t
less th a n p ar or sta te d v a lu e it w o u ld d e p e n d u p o n w h e th e r such
sto ck w a s a c tu a lly retired a t th e tim e or h e ld for resale as to w h eth er
a n y c a p ita l surplus w a s c rea ted at th a t tim e. I f th e sto ck w a s h e ld
for resale th en it sho u ld b e carried as T rea su ry S to ck a t c ost and
n o c a p ita l surplus w o u ld arise from acqu isitio n u n til resale. If, on
th e oth er h an d , th e a c q u ire d sto ck w a s retired th en th e excess o f
p ar or sta te d v a lu e o ver th e am o u n t p a id b y th e c o m p a n y for such
sto ck sh o u ld b e c r e d ite d to c a p ita l surplus or, m ore p ro p erly, p a id -in
surplus a n d w o u ld not, u n d er a n y circu m stan ce, b e transferred to
ea rn ed surplus. I t is a g en era lly a c c e p te d p rin cip le th a t n eith er gain
nor loss c a n resu lt from b o n a fide, fa irly co n d u cte d transaction s in 
v o lv in g acqu isitio n an d issue b y a co m p a n y o f shares o f its o w n
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capital stock. A retirement of the entire issue of the securities in
volved would have no bearing on this fundamental principle and it
would not be permissible to transfer to earned surplus the amounts
previously credited to capital surplus in the transaction under ques
tion.”

Our Opinion
Undoubtedly the author of answer No. 1 was considering only
equity securities and did not have in mind bonds, notes, or other
securities representing liabilities. The authors of answers 2 and 3
recognized that the question might relate to the reacquisition of
liabilities. However, we are inclined to suggest that there may be
exceptions to their conclusions that the gain resulting from a com
pany’s reacquisition of its own liabilities at less than their face
amount should properly be considered earned surplus.
Where bonds are reacquired at a discount because the market rate
of interest has risen, the conclusion that earned surplus results
seems just as sound as if investments in bonds had been sold at a
profit because the interest rate had gone down. However, where
the company has suffered losses, has been unable to keep up its
interest payments, and reacquires its outstanding obligations through
a composition with creditors, there seem to us to be impelling
reasons for considering the difference to be at least in the nature of
an addition to the capital of the concern rather than as an earning
and in some cases even as a reduction of the assets. It seems quite
unrealistic to report that a company has accumulated earned sur
plus by conducting its affairs in such a way that its creditors give up
hope of being able to collect what is due them.

Accounting Treatment of
Forgiven Indebtedness

The following exchange of correspondence which we had with a
certified public accountant should prove interesting to readers.
First Letter To Us
“W e would like to present to you the following problem which
we have recently encountered.
“A corporation had a mortgage liability of $300,000 on real
estate owned, with accrued interest of approximately $50,000 due
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on the mortgage liability. During the current year the total indebted
ness of $350,000 was settled by payment in cash of $150,000, thereby
creating a forgiveness of indebtedness of $200,000.
“From a tax-accounting standpoint, we realize that the forgive
ness may be applied against the cost of the real estate, but from
the standpoint of generally accepted accounting practice we feel
that the $50,000 interest unpaid and forgiven should be credited to
earned surplus and that the remaining $150,000 or the amount of
the mortgage principal forgiven should be credited to a surplus
reserve or some designated form of capital surplus.
“Our problem is really one of whether to follow tax accounting or
what we consider to be generally accepted accounting practice.”
Our First Opinion
Generally accepted accounting practice favors recording fixed
assets of a going concern at cost. Your question, therefore, resolves
itself largely to establishing what figure should be considered cost.
We do not believe that the requirements of the taxing authorities
should control the accounting methods to be adopted in this con
nection.
There would be good reason for considering the cost of this real
estate to be the contract price of the property reduced by the $150,
000 principal amount of the liability forgiven, if, for some reason,
the forgiveness had taken place at the time the asset was acquired,
or a reasonably short time after, or if there should be evidence that
the parties had not, in good faith, considered the contract price to
be a fair price. The amount forgiven might also enter into the de
termination of the carrying value of the property if the adjustment
were a part of a reorganization. In your case, however, it appears
that quite a period of time has elapsed since the original transaction,
and the company is apparently considered to be a “going concern.”
In that event, assuming a bona fide transaction, the ultimate settle
ment of the mortgage liability probably should not enter into the
determination of the cost of the asset. The value attributed to the
property at the time it was acquired would, therefore, appear to
represent “cost” in the usual meaning of the word for accounting
purposes. This value would be the full contract price agreed to by
the company—excluding, of course, the interest to be paid upon the
mortgage.
As to the accounting treatment of the amounts forgiven, we be
lieve a distinction should be made between the amounts of principal
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and interest. The $150,000 of principal might properly be con
sidered a capital contribution and be recorded as donated or some
similarly designated capital surplus. Assuming that the accrued
interest expense was charged to income over the years, the $50,000
interest forgiven would represent an adjustment of prior years’
earnings which, if material enough to distort net income for the cur
rent year, should be treated as a direct credit to earned surplus.
Second Letter
“Following up a recent correspondence concerning our client who
had a forgiveness-of-indebtedness case, we offer these additional
facts concerning the liability of $300,000:
“ 1. The loan was not negotiated for the purpose of making the
purchase of any properties against which it was held by the building
and loan as a leasehold mortgage. The prior lien to the leasehold
mortgage was the land trust certificates outstanding on the proper
ties involved.
“2. The company, so far as its financial condition was concerned
as of the time of the forgiveness, showed virtual insolvency, the
deficit being large enough to wipe out the common stock and prac
tically all of the preferred stock equity.
“3. Only three or four payments of the interest had been made
during the various years, and the company did not get the tax
benefit of the interest deduction in all the years on account of net
losses even though the entire amount was accrued each year to the
date of the settlement at the bank.
“The settlement was made through an affiliated company that
held about 40 per cent of the preferred stock of the client.
“4. W e have viewed the transaction as being one wherein the
affiliate or operating company acted merely as agent in obtaining
the cancellation of the indebtedness by a cash payment of $150,000.
We take this position because it had a contract with the client
whereby any benefits accrued in the purchase by it of the leasehold
mortgage at $150,000 would be passed over to and given to the
corporation referred to herein as the client.
“W e are accepting the advice that the balance sheet should be set
up so as to show the cost basis of the property, but the following
questions remain:
‘‘W e have considered the alternatives of (1) applying the amount
of the forgiveness to reduce the carrying value of the properties and
then using memorandum accounts in the corporate statements to
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show what the effect would be on the surplus and profit-and-loss
accounts if the old carrying value of the properties had been re
tained, or (2) of retaining the carrying value of the properties at
the old figure and giving effect to the amount of forgiveness via the
surplus accounts. Our question in this latter case would be what
accounts should be credited for the forgiveness, paid-in, or earned
surplus?
"We would also add to the factual situation our observation that
the war inflationary period has raised the value of the properties to
such an extent that there would be no justification for a write-down
at this time on the basis of a technical reorganization. . . . No
appraisal has been made of recent date to enable us to tell you
what the difference is between the present market of the properties
and the present book values without reduction for the indebtedness.
“To summarize, we have problems with respect to the memoran
dum accounts to be carried on the books, if any, and also the ques
tion as to which surplus accounts should be affected when we made
balance sheets according to the results of the transaction.
“If you are interested as to what our opinion is with regard to
what the bank intended to do, we do not say that it was its idea to
benefit the company voluntarily, but it was convinced that the
company could not afford to pay more than $150,000 to liquidate its
indebtedness. Furthermore, the bank was also in receivership and
was being administered by the Banking Department of the State
o f __as a receiver. This would also preclude any thought that the
debtor intended to benefit the creditor.”
Our Final Opinion
If this property is, as you indicate, clearly now worth as much or
more than the amount at which it is carried in the accounts, there
would seem to be no good reason for reducing the book value of
the property by the amount of the forgiveness of indebtedness. If
the property is so valuable and the creditor held a first mortgage
on the property, one cannot help but wonder why the property was
not seized rather than the indebtedness forgiven. Possibly the fact
that the creditor was itself a bank in receivership would answer that
question. Of course it is also possible that the mortgage might have
been for more than the book value of the property. Under any
circumstances I assume that you have good reason for your con
clusion that if the company should go through a technical reorganiza
tion . . . the value of the property is such that there would be no
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justification for a write-down. In that event I do not think the credit
should be taken to the property accounts.
You mentioned in conversation that the company had made an
entry for income-tax purposes, reducing the value of the property,
in order not to be forced into recognizing a taxable income for the
forgiveness. You asked whether we think this should be treated as
a memorandum account for tax purposes only, or whether it might
be treated as a basic entry with memorandum accounts being built
up to bring the property figure back to cost for corporate purposes.
In our opinion, financial statements purporting to represent the
financial condition of a business cannot be prepared on the basis of
memorandum accounts. A corporation issuing financial statements,
in our opinion, represents that the statements fairly present the posi
tion of the company and the results of its operations. That being
the case, they should be in agreement with what the company con
siders its official books. The official books should represent what
the company considers its proper accounting. Accordingly, it seems
to us that a write-down of assets to reflect a reduction in the basis
of the properties for income-tax purposes should not be made a part
of the official books unless it also reflects the company’s corporate
position. Memorandum accounts for income-tax purposes are highly
desirable but they should be considered purely as working papers
and not as a part of the basic corporate records.
The question then remains as to whether the credit for the for
giveness of indebtedness should be recorded in earned surplus,
capital surplus, or both. In harmony with our previous letter, if the
amount of the interest actually forgiven is clearly determinable, we
can see good reasons for crediting that amount directly to earned
surplus as a reversal of prior years’ charges. However, after further
thought, we are inclined to believe that this would not be the best
procedure, particularly if, during the accrual period, the debtor
fully expected ultimately to have to pay the interest in full. More
over, we now understand from our conversation that the settlement
was for a lump sum amount without distinction between principal
and interest. In such a case it seems to us the whole deal was one
transaction and should be treated as such. Under such circum
stances, we believe the whole amount of the forgiveness should be
credited to the same account. While a strong theoretical argument
can be made for treating this entire amount as earned surplus, and
perhaps it would be difficult to justify a qualification if it were so
treated, we personally feel that it would be better to treat it as
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capital surplus. It seems quite unrealistic to report that a company
has accumulated earned surplus by conducting its affairs in such a
way that its creditors give up hope of collecting what is due them
and surrender their claims at a fraction of their face values.

Replacement and Excess Construction Costs

Businessmen are asking what can be done to prevent corporate
capital from being depleted because construction and equipment
costs are now so high in comparison with prewar costs. New facili
ties now cost more than is considered reasonable and many depre
ciable assets currently in use will probably have to be replaced at
prices substantially greater than were paid for them. Variations of
two procedures have been used in a few financial statements in
attempts to meet the problem—depreciating on replacement costs
and creating reserves for excess construction costs.
Our Opinion
Obviously, if present costs continue, it will be necessary to replace
existing facilities at considerably more than their cost. This will
require that additional capital be tied up in plant and equipment.
Additional capital can come from only two sources—retained profits
or additional investments. Business often seeks new capital for
expansion but it does not like to do so merely to hold its own.
Nevertheless, there is great reluctance to report the profits that are
needed, beyond dividend requirements, to provide enough funds to
replace plant and equipment at high price levels. This reluctance is
well founded. Stockholders are hard to convince that increased
profits should not be distributed as dividends; labor increases its
claims for compensation; political demagogues harangue on the
excessiveness of corporate income; and enemies of our political
order use it to stir up prejudices against private enterprise.
In spite of our understanding and sympathy with these reasons,
however, we must not forget that accounting is an orderly process
and should result in reasonably consistent practices. If it is proper
for a few companies to make additional depreciation charges to in
come on the grounds that those based on cost are inadequate to
provide full replacement funds, or if it is appropriate for some to
set up reserves for excess construction costs out of income, there
are undoubtedly many others that should do likewise.
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It is well understood that considerable judgment has to be exer
cised in the application of accounting principles but judgment is
expected to operate within the limits of accepted criteria. It seems
pertinent to ask whether there are any such criteria covering these
types of charges. If not, and we know of none, it would appear
that we have only two alternatives, i.e., either to develop appro
priate criteria and consistently apply them in all cases or else to
refrain entirely from such charges.
One of the most fundamental accounting concepts is that the cost
of productive facilities such as those under consideration herein
having a long useful life must not be charged to the year in which
the facilities are acquired but spread over the fiscal periods during
which they are expected to be useful. Their costs are treated as
deferred charges to future operations to be allocated to the fiscal
periods expected to be served. It also has been long recognized that
the purpose of depreciation accounting is to allocate cost of existing
facilities, not to provide funds for replacement.
There can be no argument but that a going concern must be
able to replace its productive assets as they are used up if it is to
continue to do business. It is also important for management to
understand that the difference between cost and estimated replace
ment value may be significant in determining production and pric
ing policies. It does not follow, however, that the excess of the cost
of replacement over the cost of existing assets should be accounted
for as current charges to income. All who have dealt with appraisal
values know how very difficult it is just to determine current re
placement costs but the most striking difficulty in this respect is the
impossibility of predicting what will be the eventual cost of replac
ing a productive asset. How many men are prepared to state what
the price level will be two years from today, to say nothing of
trying to guess what it will be five or ten years hence when many
of these assets are to be replaced? To further complicate the prob
lem, productive assets are not generally all replaced at the same
time. Most plants are made up of assets having varying life ex
pectancies and the price levels are not at all likely to be the same
in the several years in which these replacements are to be made.
Accordingly, it would be necessary not only to guess the price level
in a particular future year but to guess what proportion of the
facilities are likely to be replaced in that year. Price levels may rise
and fall and rise and fall again before many of these assets will have
to be replaced. Very few facilities are replaced in exactly the same
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form. In many fields, processes and products are so changed that
the same type of equipment is no longer the most suitable.
Major requisites of an accounting procedure are that the result
ing amounts must be capable of being tested objectively within
reasonable limits and that it must be followed consistently from
year to year. The first is not present in this concept as it has been
developed to date and one wonders whether its ardent advocates
would be as enthusiastic about adopting it if they were required by
orderly accounting to deduct the additional amounts for depre
ciation in poor income years as well as in good ones.
Accounting concepts have been developed primarily to serve, in
the best manner possible, those who need to rely upon financial
statements. Basic accounting assumptions underlying these con
cepts must be surveyed constantly if financial statements are to
continue to be increasingly used as sources from which to draw
conclusions affecting economic, social, and political judgments.
The implications of financial reporting are constantly broadening
and our economic stability is greatly affected by the influence of
financial statements. This is particularly true with respect to in
come statements. Whenever, as now, question is raised as to whether
a major business need is being served adequately by existing ac
counting procedures, it is important that we determine whether the
weakness lies in the accounting procedures or elsewhere. Just as
Lifo was developed to match current inventory costs against cur
rent revenues, perhaps a procedure can be developed that will more
nearly relate current costs of fixed assets to current revenues.
It is possible, however, and indeed highly probable, that the solu
tion to this problem is not in changing accounting procedures.
Maybe accepted business concepts of profits are at fault and rapidly
rising or falling price levels merely accentuate the need of different
ones. Perhaps we should adopt a system of measuring business
activity in terms of index numbers. Maybe existing accounting pro
cedures would be most effective for reporting basic data if a plan
for measuring profits in terms of constant units of value were de
veloped and supplementary statements in terms of such a constant
unit were adopted. Until some basic change in business measure
ment or some sound change in accounting procedure can be de
veloped to meet these current difficulties, however, we must resist
the adoption of procedures that have no basis for objective determi
nation and are not intended to be applied consistently.
354

SURPLUS ADJUSTMENTS AND APPROPRIATIONS

Charges to create reserves for excessive construction costs and to
reduce new construction costs because they are out of line with
normal values, while different in nature from the increase of depre
ciation charges, spring from similar desires. Instead of increasing
charges to current income to provide for replacement of facilities,
charges are made to current income so that new facilities will not be
as great a burden to the income of future years. This procedure is
not unlike charging to current income the excess of cost over ap
praised value when such appraised value is believed to be less than
cost.
It is generally assumed that when a corporation undertakes the
construction of a new plant it does so in the expectation that its
future business will benefit from the investment; no other defensible
reason comes readily to mind for doing so. It is a well recognized
principle of accounting that the cost of an asset should be spread
fairly over the fiscal periods during which its services are rendered.
True, it is recognized that if it is possible to demonstrate that a
plant has permanently lost its value it is proper to write off its cost,
but this can hardly be relied upon to support a charge to income
before the plant is completed to provide for possible loss that is as
yet only speculative. If, at the time the plant is constructed, in
efficiencies, shortage of materials, and labor practices run the cost
higher than is believed to be normal, it must still be assumed that
the company has weighed these costs and found them worth while
for the benefit of the future. Otherwise, the construction would
hardly be undertaken. It would seem to follow that if the plant is
built it is expected to contribute its full worth to future revenues
and that its costs should therefore be fully charged to the periods
it will serve. Possibly the widespread adoption of straight-line depre
ciation has been responsible for some of the difficulties involved.
Possibly depreciation policies should be developed under which
companies constructing properties at excessively high cost, in the
belief that the high profits of the earlier years would warrant the
excessive cost, would be able to assign a greater part of the cost to
those earlier years.
Units-of-production methods or diminishing-balances methods of
depreciation are two procedures already well recognized that might
fit into this category and others might be developed.
The answer to our problem is not for companies to decide their
procedures without regard to the need for orderly and consistent
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practices. Business as a whole will suffer if there should be any
widespread feeling among the users of financial statements that
charges to income are based on the whim of management, are not
in accordance with generally accepted accounting procedures, and
cannot be tested for fairness within reasonable limits.
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C A P IT A L S T O C K
T R A N S A C T IO N S

Purchased Dividend Accruals

W e have been asked to comment on the following problem:
“On November 15, 1946, a corporation issued 6 per cent cumula
tive preferred stock with an aggregate par value of $100,000. The
dividends thereon are payable quarterly on February 1, May 1,
August 1, and November 1. The consideration for which the stock
was issued was cash equal to the par value and accrued dividends at
date of issue—a total of $100,250. On January 15, 1947, the regular
quarterly dividend of 1% per cent was declared, payable February 1,
1947, from the earned surplus of the corporation, which was paid
on the date payable.
“Our question concerns the treatment of the accrued dividends in
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the amount of $250. It is our opinion that this amount constitutes
capital surplus, and under the circumstances may not be absorbed
by the dividend paid on February 1st; that the entire amount of the
February 1st dividend must be charged against earned surplus; and
that the accrued dividends of $250 must remain in capital surplus
until absorbed by proper capital charges thereto, such as the retire
ment of the preferred stock at a premium.
“In view of the fact that our opinion is not shared by others, we
shall appreciate it if you will inform us regarding the proper treat
ment of this item in accordance with generally accepted principles—
particularly the manner in which it should appear on the balance
sheet at December 31, 1946.”
Our Opinion
You ask whether that part of the consideration received for the
issuance of cumulative preferred stock in excess of par and repre
senting accrued dividend should be treated as capital surplus.
This point has not been considered in any statement issued by
the committee on accounting procedure of the American Institute of
Certified Public Accountants and our search of the available litera
ture has not disclosed anything dealing with this particular prob
lem. The opinion given below, therefore, is our own and does not
necessarily reflect the views of the Institute.
It seems to us the intent of both parties was that the stock was to
be issued at par and that the purchaser was to pay to the corpora
tion that part of the dividend payable February 1 which was
apportionable to the half-month that had expired before the stock
was sold. The purpose in handling such transactions in this manner
is usually to avoid special contractual provisions relating to the first
dividend period and permit the corporation to declare the regular
quarterly dividend called for by the stock without complications.
The stock, of course, could have been issued at par and a dividend
equal to two and one-half months at 6 per cent per annum paid on
February 1st. While accomplishing the same results it may be this
would have required a special provision in the agreement which
might have been very difficult through uncertainty as to just when
the stock would be sold.
It seems to us that, in this instance, the accounting procedures
should not vitiate the intention of the parties unless the laws of the
state specifically provide otherwise. Since the payment is specifi
cally made by the purchaser with the understanding that it is to
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be paid back to him in the first dividend, it might very properly
be set up in a special account designated for that purpose. Even
though it were to be treated as capital surplus, however, in many
states it is legal to pay dividends out of paid-in surplus. In such a
state, if the portion of the dividend that was paid in is treated as
paid-in surplus, the February 1st dividend relating to a normal
three-months’ period could be charged to paid-in surplus to the
extent of the amount of such purchases of accruals and the balance
charged to earned surplus.
As a general rule, the amounts involved in this type of transac
tion are not very significant and we think you will probably find
that, accordingly, in actual practice many companies carry the pay
ment by the stockholder to capital surplus and charge the dividend
to earned surplus in its entirety. However, as a matter of principle
it seems to us the insistence that such amounts could not be used
for the purpose for which all concerned intended them would be
out of keeping with the idea that accounts are intended to reflect
transactions as they take place.

Treatment of Promotional
Shares Held in Escrow

“Will you please give me a preferred or satisfactory method of
showing the following information on the balance sheet?” writes a
correspondent.
“The corporation has issued 850,000 shares of one dollar par stock,
presumably for cash. The stock was sold through brokerage houses
at a discount of $135,000. In addition, $745,000 par value has been
issued to the promoters and organizers. All stock issued and out
standing is of one class—common, one dollar par value. It should
be noted that none of the stock was issued for land, buildings, or
equipment.
“The Commissioner of Corporations has required that the pro
motion stock be held in escrow until released. It has no rights in
the event of liquidation until the cash-purchased stock is liquidated
at par. No dividends are paid on the promotion stock until the cash
stock has received dividends on an accumulative basis for a certain
number of years. The stock purchased for cash might be deemed
somewhat comparable to a preferred voting stock.
“Would it be preferable to show in the net worth section the
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usual statement as to the number of shares authorized, the par
value, etc., and then show 1,595,000 shares outstanding, deducting
therefrom the par value of the promotion stock held in escrow,
captioning the net of $850,000 as being paid-in stock? A footnote
would explain the deduction of the $745,000.
“If this treatment is not acceptable, would it be satisfactory to
show the par value of the total amount of stock outstanding, show
ing the promotion stock as an ‘other asset’ at the bottom of the asset
side of the balance sheet?
“Up to the present time the corporation’s profits have not per
mitted the amortization of either the financing discount or any por
tion of the promotion stock charge.”
Our Opinion
It seems to us that before one can decide upon proper presenta
tion of the capital stock account under the circumstances of this
case, if it has not already been done, a determination should be
made by counsel as to the legal effect of the escrow agreement. It
would appear that the specific question for decision would be
whether the stock held in escrow is legally issued stock. Our under
standing is that the usual escrow arrangement involves delivery of
an instrument to a third party who in turn may deliver the instru
ment to the grantee only upon performance or fulfillment of speci
fied conditions, and that although deposit of the escrow places it
beyond control of the grantor, no title passes until fulfillment of the
condition. We suppose, however, that if there were a basis for con
struing the condition as a “condition subsequent,” there might be
grounds for holding that the title to the escrow shares has already
passed to the promoters and organizers (i.e., the shares have been
legally issued), subject to possible later defeasance. But these are
matters for a definitive opinion by counsel.
Perhaps we should add in passing, that reservations of unissued
stock are usually merely a matter of book entry, the stock being in
control of the corporation. The escrow arrangement differs in that
it places the stock (unissued?) beyond corporation control.
If it is decided the promotional shares may not be regarded as
legally issued until released from escrow, it would then seem proper
to reflect issued and outstanding stock on the balance sheet only in
the amount of $850,000. In addition to parenthetical disclosure of
the authorized capitalization and par value of shares in the capital
stock caption, the fact that shares having a par value of $745,000
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are being held in escrow should be indicated. A footnote keyed to
the caption should then disclose material facts concerning the status
of the promotional shares held in escrow. If, despite a ruling that
the escrow shares are not legally issued, the board has formally
declared the fair value of promotional services rendered and has
authorized payment therefor in shares, it would then appear proper
to record promoters’ fees at such fair value and, correspondingly,
set up a liability in the same amount keyed to the footnote describ
ing the escrow arrangement. Such liability would be liquidated upon
release of the shares from escrow.
On the other hand, if the promotional shares are determined to be
legally issued, we believe it would then be proper to reflect issued
and outstanding stock on the balance sheet in the amount of $1,595,
000 with footnote disclosure of the escrow arrangement; and either
deduct therefrom the par value of the shares held in escrow or
include the par value of such shares as unamortized promotion and
organization costs on the asset side of the balance sheet.
In our opinion, the latter alternative with respect to the debit
side of the transaction should be followed only if a formal resolu
tion of the board has declared the par value of the promotional
shares to represent the “fair value” of the promotion and organiza
tion services actually rendered to the corporation. If no formal
declaration of the “fair value” of promotional shares has been made
by the board, and especially if there is no reliable evidence as to
market value of the shares, the former alternative would be a con
servative treatment (tantamount to deducting stock discount from
outstanding shares) to be employed until the accountant is given
assurance that the shares are fully paid.

Stock Retirement by Purchase Below Par

The answers to the following question were prepared by two
practitioners:
“Assume a case in which preferred stock has been issued with a
sinking fund provision requiring annual retirements callable at a
premium. Assume further that the current market on this stock is
below par and the stock for the sinking fund is purchased on the
open market at the market price.
“Should the profit realized from purchasing the stock at less than
par be recorded as income or as a credit to surplus?
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“In my opinion no entry should be made to record the saving re
sulting from the difference between par and the premium required
if the stock had been called by lot. Does this agree with accepted
accounting practice?
“Would there be any objection to recording this stock as treasury
stock between the time purchased and the time the sinking fund
would normally be set up?”
answer no . 1 : No profit is realized from purchasing the stock at
less than par. If the stock is retired, the difference between par
and the retirement price should be credited to paid-in surplus; if
the stock is not retired, it should be carried as treasury stock at
cost. . . .
If the stock is purchased by the issuer rather than by a sinking
fund trustee it should be recorded as treasury stock until such time
as it is retired.
answer no . 2: On the basis of the facts submitted, the difference
between the purchase price of the stock and par value should be
recorded as a credit to a capital surplus account and not to income
as no earned profit can result from a corporation’s dealing in its own
stock. In our opinion, accepted accounting practice would not
sanction the recording of any further credit for the difference be
tween par and premium that was saved by not calling the stock by
lot. There are many variations in sinking fund provisions, of course,
but in most instances a company has the option to buy securities
in the market and turn them over to the sinking fund for retire
ment in lieu of contributing an equivalent amount of cash to the
sinking fund. Since the company is dealing with itself in trans
ferring the purchased stock to the sinking fund it would seem to
us to be a misstatement of fact to record the transaction as though
a premium had theoretically been paid. There would be no objec
tion to recording the stock as treasury stock between the time pur
chased and the time the sinking fund would normally be set up.

Our Opinion
We are in agreement with the view taken in the second answer
against recording “the saving resulting from the difference between
par and the premium required if the stock had been called by lot.”
The presentation of accounts on an “as if” or other hypothetical basis
is often proper and useful, but no purpose would be served in this
case by departing from the actual facts of the redemption transac
tion.
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In view of the fact that the question itself is not clear in setting
forth the precise conditions governing the redemption, it may be
informative to draw the readers attention to the great variety of
terms that are found in so-called “liquidation clauses” which give
the corporation the right to redeem stock. Such a clause may pro
vide for redemption of an issue either as a whole or in part, or both.
The stock may be acquired in the open market at or below a speci
fied redemption price. Treasury shares so acquired may often be
reissued, or retired. Shares often may be called either by lot or on
a pro rata basis (i.e., redemption of an equal proportion of the
holdings of the various shareholders). Redemption may be effected
directly by the company, or alternatively through a transfer agent
or trustee. It is by no means unusual to effect redemption by means
of a sinking fund which may or may not be turned over to a trustee.
This arrangement usually stipulates the basis for setting aside an
nual payments to the sinking fund. A trustee ordinarily may exercise
his discretion in utilizing available money or securities in the fund
to purchase the stock in the open market, or may invite tenders
from the shareholders to sell as many shares to the corporation as
will exhaust the fund. Any one or several of the above alternatives
may be provided for in a specific liquidation clause, and a corpora
tion’s redemption policy must obviously be governed accordingly.
Transfer of Patent Rights
for Capital Stock

“A problem has arisen in the audit of one of our clients,” writes
a correspondent, “and we are bothered as to proper accounting
treatment, both in the balance sheet and income account. We have
some ideas on the subject but would appreciate an expression of
opinion from you relative to these ideas.
“The facts are as follows:
1. There are two corporations and an individual involved. W e
shall refer to the corporations as Corporation A and Corpora
tion B and to the individual as Mr. X.
2. W e shall make certain assumptions as to values, but it is as
sumed that amounts are substantial in relation to total assets.
3. Corporation A was the owner of a patent which it had de
veloped and spent considerable money in developing. Sub
stantially all of the development costs were charged through the
income account of this Corporation.
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4. Corporation A was in a financial position where it could no
longer continue development and promotion of the product
and therefore sought a source of money for further develop
ment, with the resulting transactions:
5. Corporation B was organized with an authorized capital stock
of 5,000 shares with a par value of $100 per share, for a total
capitalization of $500,000.
6. Corporation A exchanged all its rights and interest in the patent
to Corporation B for 3,750 shares of stock.
7. Corporation B sold the remaining 1,250 shares of stock to
Mr. X for $125,000.
8. Mr. X loaned Corporation A $125,000.
9. Subsequent to the balance-sheet date, Corporation A paid this
note to Mr. X by transfer to him of 1,250 shares of Corporation
B stock which it had acquired in the exchange of the patent.
10. The product which is being developed in Corporation B is not
yet a proven product, and the future possibilities with respect
thereto should be considered speculative.

“Our client (Corporation A ) desires to show the value of the
stock it owned at the balance-sheet date at par on the balance sheet.
Questions that arise are:
1. Did Corporation A realize a profit of $375,000 as a result of this
exchange, which should be included in the income account al
though it is non-taxable? In this connection, it is appropriate to
note that if this amount is not included, the corporation will
show a $300,000 net operating loss in the current period after a
charge to operations of $50,000 for engineering and development
costs in connection with the patent.
2. If the Corporation did not realize income to be included in the
income account, then should the amount at which the stock is
carried be credited to a capital surplus account, or is it a deferred
income item?

“It is our general feeling the board of directors should adopt a
resolution to the effect that the stock should be carried in the bal
ance sheet at a value of $375,000. The resolution should also ex
press a determination by the board that a credit to appreciation
surplus in the same amount is appropriate. Then, when the stock
is transferred in satisfaction of the note in the next ensuing fiscal
year, we believe it would be appropriate to include the profit in
the income account of that year, with a corresponding charge of the
appreciation surplus account and a credit to the asset account. We
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would, of course, include a footnote in the statements fully dis
closing the details of the transaction.”
Our Opinion
Going directly to the point on the two specific questions raised,
in our opinion, Corporation A did not realize a profit of $375,000 as
a result of the exchange; and that amount should not be credited
to a capital surplus or to a deferred income (or to any other) ac
count.
A sound answer on our part to this whole question, of course, is
materially affected by the fact that we do not know who “Mr. X”
is. Whether or not the transactions here are, in fact, arms-length
transactions, or only colorably so, might have an important bearing
on the accounting treatment that should be recommended.
In the absence of a formal resolution by the board that the stock
should be carried at a value of $375,000, we believe the auditor
should take exception to such a treatment. In the event of positive
action by the board in this respect, the first responsibility of the
auditor, of course, would be to insist on disclosure that the stock is
carried on the basis of resolution or appraisal by the board of
directors. Many accountants would feel that this is the full measure
of the auditor’s responsibility in a situation of this nature. However,
we are not inclined to believe that even a resolution of a board
would relieve a certified public accountant from taking exception to
a fairly evident overstatement of asset values.
In our opinion, under the circumstances described, Corporation A
should carry the Corporation B stock at a maximum amount based on
the cumulative costs incurred in connection with development of
the patent. This would entail a reinstatement in A’s balance sheet
of costs previously charged to income and a consequent credit to
earned surplus. Authority for such a reinstatement of asset values,
in special circumstances, is found in Accounting Research Bulletin
Number 27.1
If, as we assume, the cumulative patent costs at which A’s invest
ment in Corporation B is carried give a per share cost less than par
value, then it would appear that Corporation A should record a
gain when Mr. X subsequently cancels the note in consideration of
the transfer to him of 1,250 shares of Corporation B stock.
1 This section of Accounting Research Bulletin Number 2 7 was omitted from the
restatement of the bulletin as chapter 9(c) of Accounting Research Bulletin
Number 43.
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The reason for our using the phrase “at a maximum amount” in
the second preceding paragraph above is because we are inclined
to the opinion that Corporation A’s investment in Corporation B’s
stock might well be carried only at a nominal amount. We believe
there are fairly strong grounds for this view to which consideration
should be given, viz.: “The product . . . being developed in Corpo
ration B is not yet a proven product, and the future possibilities
with respect thereto should be considered speculative.” Moreover,
the inherent difficulty of capitalizing Corporation B’s earning poten
tial to arrive at a sound appraised value for the stock is apparent.
Furthermore, it might be argued that the company is taking an
inconsistent position in assigning any value to the investment after
having previously written off patent costs currently.

Mining Companies in Promotional Stage:
Some Fundamental Accounting Questions

The answers to the following question were prepared by two
accounting firms having a considerably specialized experience in the
field of mine accounting.
“I am engaged on the first audit of a nonferrous metal mining
company which is still in the development (and, to some extent,
promotional) stage, and would appreciate information relative to
generally accepted principles applicable to certain phases of the ac
counting for such a concern.
“Following what was once at least a very common practice in the
promotion of mining, the organizers of my client transferred sundry
mining properties, leases on mining properties, etc., to the company
for very large blocks of its capital stock. Immediately thereafter,
these vendors, who also controlled the company, donated back to
its treasury, pro rata, substantial amounts of this stock in order that
it could be sold to provide working capital. The shares are of $1
par value, and the device of issuing large blocks for properties and
then donating substantial amounts of it back was resorted to, of
course, to make the shares fully paid.
“The company’s shares had no established cash selling price at
the time of the exchange of property for stock, and the properties
were not appraised. Furthermore, no kind of analytical appraisal is
even yet possible.
“Under such circumstances I know that any valuation based upon
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the par value of the shares issued for the property should be re
duced by at least the par value of the shares donated back to the
treasury. However, Strain and Karg state in their book, Some Spe
cialized Phases of Accounting Practice (Pacioli Press, 1947, page 51)
that:
Property paid for in stock b y a corporation controlled by the
vendors of the property should not be valued in the corporation
accounts at an amount in excess of cost to such vendors.

“Is this in conformity with generally accepted accounting prin
ciples? And does it mean that the vendors are to be allowed nothing
—or, rather, that nothing is to be allowed the vendors—for their
services in locating the properties, etc.? If so, and the amount which
the vendors actually paid out to others for the claims, leases, etc.,
was only a fraction of the par value of the stock issued by the
corporation and not donated back, to what account is the excess
customarily charged?
“Also, when a metal mining company finally starts production,
what does currently generally accepted accounting now require with
respect to depletion allowances? Are they provided in accordance
with the deductions allowable for income-tax purposes, or has the
idea gained general acceptance that all profits of a new mining
venture should be credited to the allowance for depletion until such
a time as the investment in the property has been recovered? (First
advanced by Frank G. Short, CPA, I believe.)”
answer no . 1: Chapter 1(a) of Accounting Research Bulletin
Number 43 provides that if stock issued for property is donated back
to the company it is not permissible to treat the par value of the
stock nominally issued for the property as the cost of that property.
The committee on accounting procedure of the American Institute of
Certified Public Accountants has issued no other ruling relating to
the amount to be included in the balance sheet for assets acquired for
capital stock. However, I am inclined to agree with Strain and Karg
on the use of transferors’ cost in a case such as this where valuation
of the property cannot be objectively determined by appraisal or
otherwise. Regardless of whether par value or transferors’ cost is
used, it would be advisable to follow the practice of most of the major
mining companies and disclaim that the amount at which the mines
are carried represents value of unmined mineral or any other value,
current or prospective.
The treatment of the difference between the par value of the
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capital stock issued for the property and the amount included in
the balance sheet for such property will probably be influenced by
the laws of the particular state dealing with fully paid and non
assessable stock. However, I should think that a description some
what as follows would adequately state the facts:
Capital stock, $1 par value, authorized------ shares, issued for
property------ shares, of which------- shares were donated back
to the company, leaving outstanding------ shares stated at the
amount included in fixed assets for the properties acquired.
In October 1948, the Securities and Exchange Commission issued
Accounting Series Release No. 66 which added to Regulation S-X,
Article 5A dealing with companies in the promotion, exploratory, or
development stage. Financial statements prepared in accordance
with Article 5A differ from the conventional balance sheet and
statements of income and surplus in that the problems relating to
valuation of undeveloped mining properties acquired for capital stock
are avoided by the omission of any dollar amounts for such properties.
Also no dollar amounts are stated for capital shares issued for services
and properties.
The correspondent might wish to consider the use of statements
prepared under Article 5A for stockholder reports, etc., particularly
if the company plans a public offering and listing on a stock ex
change, under which circumstances Article 5A must be used for the
registration statement.
As to depletion allowances, the major United States metal mining
companies are about evenly divided as to the necessity for reflecting
depletion allowances in financial statements. Those who show no
depletion allowances claim that since it is impossible to determine
with any accuracy the full extent of an ore occurrence, any allow
ance is necessarily arbitrary. The group favoring the depletion
allowance recognizes that it cannot be determined with precise
accuracy but nevertheless believes that every ton extracted means
one ton less remaining to be extracted and that some recognition
should be given to this fact.
To my knowledge only two substantial mining companies in the
United States use statutory percentage depletion for published state
ment purposes. Since so small a part of the industry does not appear
to me to represent substantial authoritative support for the pro
cedure, it is my conclusion that the use of percentage depletion is
not a generally accepted principle of accounting.
The most widely used method of determining “unit” depletion is
to add to the mineral reserves at the end of the year the production
for the year and relate that quantity to the amount of depletable
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assets at the end of the year. I prefer to determine the depletion
rate on the basis of including in the reserves only those assured.
However, it is not unusual to include with the reserves not only
those “in sight” but also those customarily classified by the engineers
as “probable” and even those classified as “possible.” While there
may be many practical advantages to the suggestion that all profits be
credited to the allowance for depletion it seems to me that as in the
case of percentage depletion there is insufficient support for this
procedure to make it an accepted accounting principle.
answer no. 2: The question of how to value a mine in the pro
motional or development stage, concerning which little is known, is
among the most difficult problems of accounting and one to which
no very satisfactory answer has been found. For some time the
Securities and Exchange Commission with the assistance of the sub
committee on mine accounting of the Institute committee on account
ing procedure has been studying the question with the result that
new forms have been devised to be used in the registration of this
type of company.
The principal difference between Article 5A of SEC Regulation
S-X and the conventional form is, of course, that there is no money
value applied to property acquired by the issuance of securities, but
that the facts concerning the issue are clearly set forth.
The Securities and Exchange Commission has adopted this form
of reporting for companies of this type in the belief that a conven
tional balance sheet, which must of necessity be based on valuations
for which there is little or no basis, may be entirely misleading and
can serve no useful purpose.
With this conclusion our firm is in agreement and our feeling is
that it would be much better to publish in reports to stockholders
statements similar to those called for in Article 5A of Regulations
S-X which would avoid the valuation question until more is known
about the mine. If, however, a conventional balance sheet is to be
published, the best practice would be to reduce the value of the
mines by the donated treasury stock. As to whether or not the
property should “be valued in the corporate accounts at an amount
in excess of costs to such vendors” it seems to us this would all de
pend on the circumstances. Certainly it is hard to see what is gained
by a large write-up of the assets unless substantial services have
been performed or there is reason to believe the value is there.
However, on the company’s books presumably the legal status of the
transactions must be followed and if under the laws of the particular
state it is legal to issue certain par-value shares for the property
presumably the books would reflect this value.
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W e do not know what account could be charged with an im
mediate write-down of the value in the case of a new corporation
which had neither earned nor paid-in surplus unless a paid-in sur
plus was created by reducing the par value of the stock.
In regard to depletion, practice differs greatly. Many companies,
both large and small, where little is known about the ore deposits,
reflect no depletion at all. Others make some sort of depletion charges
based on such data as are available. So far as we know, no accounts
are published on the basis of Mr. Short’s suggestion that all profits
of a new mining venture should be credited to the allowance for
depletion until such a time as the investment in the property had
been recovered. Although we have not seen this method used in
corporate accounting it would certainly have much merit if applied
to an individual owner of speculative mining property.
George O. May in his book Financial Accounting (Macmillan,
1943, pages 151-2) states:
“Whether inclusion of a charge for depletion makes accounts more
useful than those in which no such provision is made, but the omis
sion is clearly noted, is a question to which no universal answer
can be given. Mines differ in their essential characteristics, and the
depletion problem varies correspondingly. Where, as in the case of
many coal and iron mines, the mineral bodies are measurable with
what for all practical purposes is substantial accuracy, a depletion
charge is desirable. This is particularly true if the mineral deposits
form the basis of an industrial operation as in the steel industry, and
may therefore be regarded as analogous to inventories. In cases
where the mineral content is highly uncertain, the balance of ad
vantage may well lie in making no estimate of depletion (disclosing
the fact clearly) rather than in making one that is wholly con
jectural. Once more it becomes evident that attempts to secure
uniformity based on points of similarity, without regard to points
of difference, may lead to unsatisfactory results.”
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Asset Appreciation

There appear to be conflicts of opinion regarding the proper ac
counting treatment and report presentation of the two problems in
asset appreciation, outlined below:
“(1) About 1940 a client acquired some corporate stock at the
approximate cost of $500 at which amount it has been carried in
the balance sheets since published. The stock owned is not listed on
any exchange but is actively traded in over the counter. Since date
of acquisition by our client several stock dividends have been de
clared by the issuer with the result that the number of shares owned
has increased about sixfold. At December 31, 1947, the market value
of the stock owned approximated $50,000 to which the client’s book
value has been increased by a credit to the capital account.
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“(2) Real estate consisting of land and buildings which cost ap
proximately $50,000 ten years ago has been written up in like man
ner to the estimated fair market value of approximately $150,000 at
December 31, 1947.
“Your advice is requested as to the position which should be taken
in connection with each of the two situations outlined above. The
two items comprise a material portion of the client’s capital. We
should appreciate it particularly if you would outline (1 ) the pref
erable treatment(s) for balance-sheet purposes and (2) require
ments pertaining to a balance-sheet certificate. Inasmuch as the
balance sheet is to be used for credit purposes, we feel we should
be concerned about the possible federal income-tax liability which
would be incumbent upon the realization of present fair market
values—in this case the liability should approximate 25 per cent of
the amounts of the appreciation recorded on the books.”
Our Opinion
We judge that you are satisfied that the write-up of these assets
is in order with the possible exception that the amount of the in
crease might be reduced as a result of the estimated tax liability in
case of realization. If this assumption is valid, we call your atten
tion to the treatment outlined in Accounting Research Bulletin
Number 5, page 40, thus: “It has been suggested that one method
of including the appraisal in the balance sheet with the least dis
turbance is to show the entire balance sheet on a cost basis, with
totals, and then to add on the assets side the unamortized amount of
the property appraisal increment, and on the liabilities side the cor
responding appraisal credit.” Other methods, fully disclosing the
facts, and clearly designating the revaluation credit account, would
also seem to be acceptable.
W e would particularly like to call your attention to paragraphs 2
and 4 of Bulletin Number 5. While there may be cases when it is
considered advisable to record appreciation on the books, cost is
still considered most useful for general purposes. Bulletin Number
33 makes a similar statement with respect to fixed assets.1
Your problem raises the question whether the business should not
undertake a complete revaluation of all its assets and liabilities.
With respect to your second question, we think it depends on
whether you are satisfied that the write-up has been in accordance
1 Also see chapter 9(a) and 9(b) of Accounting Research Bulletin Num ber 43,

Restatement and Revision of Accounting Research Bulletins.
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with accepted accounting practice. If you are, then we believe your
certificate should mention the change in accounting principles and
your opinion paragraph should contain an exception to consistency
in the application of accounting principles. Although we are not
aware of any official accounting pronouncement dealing with the
adjustment of a write-up for the estimated tax liability which would
be incurred upon liquidation of the assets concerned, it would
seem that the need for recognizing this point in a particular case
should be taken into consideration. Such an adjustment would ap
pear to be most appropriate in connection with the write-up of the
securities in the present case—especially if these securities were to
be included as “marketable securities” among the current assets. As
a minimum, some mention of the estimated tax liability which would
be incurred if the securities were liquidated should be made either
in the balance sheet, itself, or in a footnote.

Is This an Occasion for Upward
Restatement?

A correspondent writes us for our thoughts on the proper treat
ment of the following:
“A corporation has a net worth of $1,500 evidenced by twenty
shares of no par value stock. X, an individual, buys said shares of
stock from the stockholders of the corporation at a price of $115,000.
“Should such appreciation in the value of the stock of the corpo
ration be reflected on the books of account, and if so, where? Or
should the matter be brought to light via a balance-sheet footnote?
“One other point might be noted: X, the individual, subsequently
divided his acquisition among five or six others on a pro rata basis.”
Our Opinion
Assuming an arm’s-length transaction, it seems to us the situation
outlined, in which an individual purchased a corporation’s entire out
standing stock from its stockholders at a price almost 77 times its
book value, may call for upward restatement of certain corporate
assets. We cannot readily see, in such an exaggerated situation of
understatement of the corporation’s net assets, how the financial
statements can be very meaningful to third parties, e.g., credit
grantors, unless this is done. Furthermore, if the understatements in
valuation are attributable to depreciable or depletable assets, the
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statements would not seem to be very realistic for either manage
ment or stockholder purposes.
In the complete absence of any knowledge on our part of the
circumstances surrounding the negotiations between the parties to
the sale of stock and of the values which may have been placed
upon certain corporate assets, tangible or intangible, in the course
of such negotiations, it is obviously impossible for us to say where
appreciation should be reflected, or cost should be restored, in the
accounts.
It does seem to us this is a matter which the accountants should
bring to the attention of the board of directors; and since the pur
chasing stockholder is presumably a member of the board, it would
appear the board is in a good position to restate the values of
specific assets or, if called for, to authorize the introduction of
intangibles into the accounts.
Pending the board’s action, consideration should be given to the
question whether the facts in the particular case are such that the
“rule of informative disclosure” would require the accountant to
mention the transaction in the corporation’s shares in a footnote to
the financial statements.
It seems to us the best justification for an upward restatement of
the accounts would lie, first, in the bona fides of the transaction
itself; justification from a strictly accounting standpoint might be
found in the fact that present carrying values for certain assets had
lost significance, or perhaps in the fact that accountancy abhors
“secret reserves,” or that in the light of hindsight, previous account
ing practices are deemed either erroneous or “overconservative.”
We should not fail to mention the accounting concept of the
quasi-reorganization or “new start” in connection with justification
of a restatement of such magnitude. In 1945, the Institute’s commit
tee on accounting procedure adopted a resolution reflecting the view
that, “although the concept of the quasi-reorganization is one in
volving a number of accounting principles or conventions, a decision
to effect a quasi-reorganization must rest on other, non-accounting,
factors and considerations.” The resolution stated in effect that “the
committee recognizes the practical necessity at times” of establish
ing new bases of accountability for assets and liabilities, that it
“sees no accounting reason why such new basis may not be ac
complished by a quasi-reorganization where it could properly be
accomplished by the formation of a new company,” and that since
the presumption is in favor of adherence to cost, readjustments or
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restatements of the accounts “should be supported by convincing
evidence and be effected with due formality.”

Accounting Treatment of
Revaluation Surplus Account

We have been asked for an expression of opinion regarding the
propriety of transferring from “surplus arising from the revaluation
of physical properties” to earned surplus, annually, an amount equal
to the current year’s depreciation of the appreciation. The substance
of the major points raised in the letter of inquiry itself may be
readily inferred from our reply.
“As far as we know, there has been no formal expression by the
American Institute of Certified Public Accountants or any of its
official committees taking a position on this matter. The committee
on accounting procedure, in its Accounting Research Bulletin Num
ber 5, stated briefly the views of those who consider that a credit
arising from a revaluation of assets is to be regarded as part of the
capital structure and not as available for transfer to earned surplus.
It also stated the views of those who regard the credit as a sort of
suspense item, the true nature of which is to be determined by the
future course of events and to be assigned to earned surplus or by a
stock dividend diverted to capital stock as circumstances may re
quire. It pointed out that ‘others deny that the credit is a capital
increase, and assert that it is merely an unusual profit, to be distin
guished from ordinary operating profits.’ The committee then went
on to say that it was ‘not yet prepared to adopt any one of the fore
going viewpoints to the exclusion of the others.’ We find nothing
issued by the committee on this subject since that date.” 1
Our Opinion
It is our belief that the trend of thinking among leading account
ants today is in the direction of those who believe that the write-up
of physical properties closely approaches a quasi-reorganization and
constitutes an upward restatement of capital on the liabilities side
as well as of plant on the assets side. This viewpoint does not regard
any part of the credit arising from the write-up to be properly
available for transfer to earned surplus. Indeed, we believe the
1 No position on this point was taken in the restatement of Bulletin Number 5
as chapter 9(b) of Accounting Research Bulletin Number 43.
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trend in thinking is definitely in the direction of the position that
an upward restatement of assets should not be entered in the books
unless the management regards the situation as being so serious as
to call for a complete quasi-reorganization, which would involve
putting the accounts in the position they would be if a new corpo
ration were being started. In our opinion, this is the proper view.
It seems to us that the significance of cost in financial statements
is so great that it should not be departed from unless the upward
change in the price level is considered to be so serious and so likely
to be permanent in nature as to call for a recognition that capital
must be maintained on the basis of current high costs if the busi
ness is to continue to operate successfully. If this view is accepted,
it would be wholly inconsistent to permit depreciation on the ap
preciation to be transferred to earned surplus either year by year
or at the time the assets are fully depreciated, for by doing so the
amounts previously declared to be permanent increases in capital
would be distributable as profits.
However, there seem to be a sufficient number who advocate the
transfer from appraisal surplus to earned surplus of amounts equal
to the depreciation on the appreciation that it must be admitted
that this may still have to be recognized as an accepted accounting
procedure. Nevertheless, whenever such a procedure is followed, it
is highly important to stress the attitude taken by the committee on
accounting procedure in Bulletin Number 5, paragraph 14, with
respect to the question whether a revaluation credit, or portion
thereof, transferred to earned surplus should be considered a part of
free earned surplus or should be regarded as appropriated earned
surplus. The committee said: “. . . even if the credit is conceded
to form a part of earned surplus, it would seem that it should not
form the basis of ordinary dividends, but should be regarded as
appropriated surplus, or made the basis of dividends specifically
described as to the source from which they are paid.”
The correspondent also asks whether, in making a transfer from
appraisal surplus to earned surplus, it is proper to do so through the
income statement somewhat as follows:
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Net profit......................................................................................
Add: depreciation of appreciation of physical
properties charged to “Surplus arising
from revaluation of physical properties” ................

$37,000

Balance of net profit credited to “Earned Surplus” ...........

$49,000

12,000
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In our opinion, this is not an acceptable presentation. Generally
accepted accounting procedure requires that the depreciation in
cluded in the income statement shall be the depreciation on the
appreciated value of the assets. The purpose of this is clearly to
reflect this depreciation as a charge at arriving at the net profit.
While, in his illustration, he has technically done this, it seems
to us the effect has been destroyed by adding back, at the bottom
of the income statement, the amount of the depreciation on the
appreciation and describing the resulting total as “balance of net
profit credited to earned surplus.” Clearly the connotation of this
caption is that both the $37,000 and the $12,000 are to be properly
considered net profit. Moreover, in considering this general ques
tion the committee on accounting procedure in Bulletin Number 5,
paragraph 4, stated: “A corporation should not at the same time
claim larger property values in its statements of assets, and provide
for the amortization of only smaller sums in its statements of in
come,” and in paragraph 14, it took the position that it is not proper
to undo the effect of charging depreciation on the appreciated value
by making a transfer from the revaluation credit to the income
account.

Auditor's Responsibility When
Asset Values Are Written Up

“I would like very much to be informed,” writes a correspondent,
“of the present attitude of the American Institute of Certified Public
Accountants concerning the balance-sheet presentation of ‘write-ups’
in the value of assets, both (1) those based on legitimate, highgrade appraisals by well-known and reputable engineering firms
and (2) those based on indiscriminate, arbitrary valuations set up
by promoters, officers, and directors.
“The questions I would like to have cleared up arose from several
balance sheets I have studied recently, two of which I shall describe
below:
“ 1. A new corporation took over the assets and liabilities of a
defunct predecessor, and the organizer of the new corporation issued
to himself and others stock of the new corporation for approximately
$200,000 which was charged as an offset to an asset account cap
tioned ‘Trade Marks and Good Will.’ No money was paid to the cor
poration in connection with this particular transaction. The corpora377
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tion actually took over these ‘Trade Marks,' etc., from the organizer
and others, but apparently they had very little, if any, value—due
to the dismal financial history of the predecessor. The balance sheet
disclosed these ‘Trade Marks and Good Will’ among the assets of the
new corporation at the approximate value of $200,000. Does this
conform to accepted accounting and auditing practice and stand
ards? I do not think so. I discussed it with the certified public ac
countant who gave an opinion on the correctness of the balance
sheet, and his reasoning was that the approximate valuation of $200,
000 as an asset was justified by virtue of the fact that the corporation
had paid this amount for these assets, since the corporation had
issued its stock of a total par value of approximately $200,000 to the
organizer and others. It seems to me that under this line of reason
ing it would have been proper to show the asset at any value for
which stock was issued even if it had been a million dollars, since
under this theory, the value of the asset is based entirely on the
amount of stock issued for the asset, and not upon any genuine,
reasonable, and fair value of the asset itself. I disagree very strongly
with such an attitude, and I would like to know what the attitude
is of the American Institute concerning such practices. I am of the
opinion that any value placed upon such an asset in excess of its fair
value should be eliminated from the asset side of the balance sheet
entirely and should be deducted from the capital section on the lia
bility side of the balance sheet.
“2. Recently I examined the balance sheet of a corporation that
took over the assets and liabilities of a predecessor company. The
corporation presented a balance sheet to reflect this acquisition. To
state it simply, the predecessor had assets of $50,000 and liabilities
of $40,000 and was apparently headed for receivership. The corpora
tion took it over, acquiring its assets of $50,000 and assuming its
liabilities of $40,000, as payment. The corporation then set up the
assets and liabilities at these amounts, and set up the difference of
$10,000 as capital surplus. I disagreed with the method used, and
contended that inasmuch as $40,000 was the amount paid for these
assets they should be valued at $40,000, thus eliminating the capital
surplus of $10,000. This is merely another means of writing up
assets. I shall appreciate your views on this transaction.”
Our Opinion
The Institute’s views generally with respect to write-ups in the
value of assets are evidenced, for the most part, in Accounting Re
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search Bulletin Number 43, chapters 1, 7 (a ), 9(a) and 9(b).
Those views might be summarized as follows:
There is, first of all, a general accounting presumption against
departures from cost. The Institute’s view with respect to such de
partures, as evidenced by several Accounting Research Bulletins, is
that any danger in regard to write-ups is adequately guarded
against by firm adherence to the rule that if property is written up,
amortization charges against income must therefore be based on
the new and higher values. On the other hand, the abuse of under
provision for amortization is guarded against, to some extent, by ex
plicit declaration of a rule that no charge for writing down property
may be made against capital surplus until earned surplus has first
been exhausted.
Chapter 7(a) of Accounting Research Bulletin Number 43 relates
to quasi-reorganizations which relieve income of charges which
otherwise would be made thereagainst, and therefore deals explicitly
only with reorganizations resulting in net decreases in the amounts
at which the assets are carried. In chapter 9(b) there is a discussion
of situations in which the net adjustment of asset carrying values is
upward, but the bulletin does not clearly say that such readjust
ments are permissible. In chapter 9(a) upward revisions of asset
carrying values to reflect changes in the price level are opposed.
There is an implication in the latter bulletin, though not clearly
stated, that upward readjustments might be accomplished by reor
ganization, although the circumstances are not discussed. In none of
the bulletins is there a clear statement that a general upward re
vision of the carrying value of assets may be regarded as proper.
In our opinion, asset values determined in establishing a new
basis for accountability should reflect as nearly as possible valua
tions meeting arm’s-length standards. All reasonable safeguards
must surround the determination of values established in connection
with a restatement and those charged with the determination of
such values or with the approval of resulting representations are
obligated to determine and to test them by all significant evidence
available. If the auditor has good reason to believe that the write-up
has no real basis in fact, or is spurious or whimsical, we believe he
should state his disapproval of the upward restatement in his report
on the ground that, under the circumstances, such a departure from
cost is contrary to generally accepted accounting principles.
As to the specific situation described in “ 1” above, we are per
sonally in complete agreement with our correspondent’s view “that
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any value placed upon such an asset in excess of its fair value should
be eliminated from the asset side of the balance sheet entirely and
should be deducted from the capital section on the liability side of
the balance sheet.” The fallacy of a line of reasoning whereby the
nominal assigned or par value of shares, uncorroborated by any
demonstrated market value, is taken as the “cost” or “value” of
the “Trade Marks and Good Will” purchased, is, we believe, too
obvious to require further comment—and especially when one con
siders the predecessor’s “dismal financial history.”
It will be recalled that chapter 5 of Accounting Research Bulletin
Number 43 stated a general rule to be followed in the case of non
cash acquisitions, viz., that cost should be determined either by
the fair market value of the consideration given or by the fair market
value of the property acquired, whichever is the more clearly evi
dent.
Our correspondent’s contention with respect to the situation out
lined under (2) seems to be rather clearly supported by the follow
ing excerpt from chapter 7(c) of Accounting Research Bulletin
Number 43, viz., “When a combination is deemed to be a purchase
the assets purchased should be recorded on the books of the acquir
ing company at cost, measured in money or the fair value of other
consideration given, or at the fair value of the property acquired,
whichever is more clearly evident. This is in accordance with the
procedure applicable to accounting for purchases of assets.”
The “fair value of other consideration given” is $40,000, the total
amount of liabilities assumed, in the case under discussion, and
would appear to be the best measurement of the “fair value” of
assets acquired.

P O O L IN G O F I N T E R E S T S

Carrying Earned Surplus Forward
in a Pooling of Interests

A correspondent writes that he is “confronted with an accounting
problem involving the merger of two corporations.”
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The pertinent details are as follows:
Company A has 50,000 and Company B has 20,000 shares of nopar, no stated-value common stock outstanding, for which the com
panies, respectively, received $50,000 and $20,000 in cash from
shareholders. In both companies, the beneficial owners of the shares
(two in number) are identical and each owns 50 per cent thereof.
Company A has accumulated earnings of $50,000 and Company B
earnings of $25,000 from operations. In the case of both companies,
no other class of capital stock has been issued, and no mortgage
indebtedness has been incurred. In the proposed merger, Company
A plans to absorb Company B.
The stockholders of each of the two companies have agreed to
accept, for purposes of the merger, the book value of the assets and
liabilities which appear on the books of the two companies as of a
stated date.
The book value of assets and liabilities of the corporation to be
absorbed (Company B ) will be recorded in the books of account of
Company A at amounts now carried on the books of Company B.
Under the merger plan, Company A will issue 22,500 shares of its
capital stock (on the basis of its per-share value of $2.00) to the
stockholders of Company B in exchange for 20,000 shares of capital
stock of Company B. Company A will then surrender 20,000 shares
of Company B’s capital stock to Company B in exchange for the
latter’s assets and liabilities. Company B will then be dissolved.
The question our correspondent asks is:
“When Company A, the absorbing corporation, records in its
books of account the assets and liabilities acquired from Company
B, what account (or accounts) should be credited?
“Should ‘Earned Surplus,’ or ‘Paid-in Surplus’ be credited with
any portion of the stated value ($2.00 per share for purposes of the
merger) of the 22,500 shares of capital stock issued by Company
A, and, if so, which surplus account and how much? Or, should the
entire $45,000 be credited to capital stock account?”
Our Opinion
Chapter 7(c) (Business Combinations) of Accounting Research
Bulletin Number 43 provides the basis for a sound answer to the
questions raised.
The business combination described is rather clearly a “pooling
of interests,” as defined. Especially pertinent is the statement in the
bulletin that, “In a pooling of interests, all or substantially all of the

381

Business Combinations and Reorganizations

equity interests in predecessor corporations continue, as such, in a
surviving corporation which may be one of the predecessor cor
porations, or in a new one created for the purpose.”
Clearly present here is the requisite factor of “continuity of man
agement or power to control the management.” Note that paragraph
5 of the bulletin states that “When a combination is deemed to be a
pooling of interests, . . . earned surpluses of the constituent com
panies may be carried forward.” Also, when the stated capital of the
surviving corporation in a pooling of interests is more than the total
of the stated capital of the predecessor corporations, “the excess
should be deducted first from the total of any other contributed
capital ( capital surplus), and next from the total of earned surplus
of the predecessors.”
Unless Corporation A is in a state requiring assignment of a
minimum stated value of $1 to no-par stock, it could conceivably
reflect its capital stock upon the merger at as low a figure as 1 mill
per share, provided no other legal deterrent intervenes. However,
in the past, Company A’s shares were presumably represented as
having a $1 per share nominal or assigned value, since our corre
spondent makes no reference to a paid-in surplus account on Cor
poration A’s books. Accordingly, in the situation described, it seems
to us the surviving corporation would probably commence opera
tions at the merger date with 72,500 no-par shares outstanding
having a total assigned value of $72,500. The surviving corporation
may also, under the bulletin, carry forward $72,500 of earned
surplus.
Of course, if upon the merger, a stated value of $2 is being as
signed for the first time to the shares of the surviving corporation,
then it is clear the latter would have to capitalize all previously ac
cumulated surplus and go forward at the merger date with a capital
account of $145,000. Regardless of how small the stated value as
signed to the shares of the surviving corporation may be, however,
the earned surplus could not exceed $75,000, the combined earned
surpluses of the constituent companies.
It is of interest to note that the bulletin makes the carrying for
ward of earned surplus in a pooling of interests permissive. This
is in harmony with the generally recognized right of a corporation
to transfer earned surplus to stated capital or to capital surplus at
will. Accordingly, the surviving corporation in this case may elect
to capitalize, either as stated capital or as capital surplus, any or all
of the earned surplus of the constituent companies.
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Treatment of Surplus upon Parent's
Liquidation of Subsidiary

Here is our answer to a question concerning treatment of the sur
plus of a company which was liquidated after the parent had first
acquired ownership of the company’s entire capital stock. W e are
not publishing the question itself because the essential facts may be
gathered from the context of the answer. However, we might quote
the questioner as stating that he “looks askance at the liquidation of
Corporation A which involves the transfer of a corporation surplus.”
We also answer here a further question by our correspondent with
respect to whether certain organization costs incurred by the liqui
dated corporation should be carried forward after the liquidation.
Our Opinion
The inquiry concerns the accounting for the acquisition of the
assets of Corporation A by Corporation B under circumstances in
which the stockholders of Corporation A are not the same as those
who were stockholders of Corporation B. As we understand the
facts in the case, Corporation B was organized with $100,000 paid
in for capital stock and $80,000 borrowed from its two stockholders.
Corporation B is to purchase the entire capital stock of Corporation
A, which has $105,000 in capital stock outstanding and has an
earned surplus of $45,000. It is proposed that after Corporation B
acquires the stock in Corporation A, it will liquidate Corporation A
and transfer its assets and liabilities to Corporation B after increas
ing the value of the fixed assets by $30,000 on the basis of appraisals
by recognized and qualified appraisers. Query is whether this can
be treated as a tax-free reorganization for tax purposes and whether
Corporation B may take into its accounts earned surplus from Cor
poration A.
We must pass over the first question since it is our policy not to
undertake to answer tax questions.
The second question is one which, while not specifically answered
by any official pronouncement of the Institute, is, we believe, well
answered by established practice.
The facts set forth in the case clearly indicate that there has been
a purchase of net assets by Corporation B. The fact that these were
acquired by first purchasing the stock in A, rather than having the
assets transferred directly from A to B and having B assume A’s
liabilities, does not alter the fact that there has been a purchase.
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Had the assets and liabilities been taken over directly by purchase
from A, there would, of course, be no question: Anyone would
recognize that assets had been acquired and liabilities assumed and
that the contra figure was the cash paid. Any write-up above the
amount of the purchase price paid for the net assets would have to
be treated as an appraisal, and the assets would thereafter have to
be shown as being carried at appraisal values in excess of cost.
The situation, in our opinion, is not altered by having set up the
deal in such a way that the assets were acquired and the liabilities
assumed through the intermediate step of first acquiring the capital
stock of A. Even if A had been kept in existence and treated as a
subsidiary of B, it would not have been possible to reflect as earned
surplus, in any statement issued by B consolidating its affairs with
those of A, any of the surplus earned by A prior to the time B ac
quired A 's stock. This has long been established and is set out clearly
in Accounting Research Bulletin Number 1 on page 6, under item 3,
wherein it is stated that:
"Earned surplus of a subsidiary company created prior to acquisi
tion does not form a part of the consolidated earned surplus of the
parent company and subsidiaries; nor can any dividend declared
out of such surplus properly be credited to the income account of
the parent company.”
When a subsidiary is liquidated into the parent, the parent can
take over no more of the surplus of the subsidiary than the amount
earned by the subsidiary subsequent to the date its stock was ac
quired by the parent. This is a well recognized and, we think, uni
versally accepted practice. Here, also, if the value of the assets is
written up so that their net carrying value is in excess of the amount
paid by B for A’s stock, it will be necessary to disclose the fact that
the assets are carried in excess of cost. If, as a matter of fact, the
write-up of $30,000 to which reference is made actually represents
the excess of the amount paid by B for A’s stock over and above the
carrying value of A’s net assets on its books, I believe the $30,000
must be considered as cost and not write-up.
Another question asked is whether it is appropriate to carry for
ward as an asset of B $40,000 carried as an asset by Corporation A
under “deferred charges,” representing money expended in the last
year or two as so-called “organization expense” in connection with
a T V application which has not yet been granted. Here, again, we
are not in a position to express any opinion regarding the deducti
bility of this item for tax purposes.
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In our opinion, an item of this kind may properly be carried
forward as an asset of B if it is still considered to have value and
was so considered in the negotiations under which the arm’s-length
purchase of A’s stock by B was carried out. If it was not considered
as having value in those negotiations, we think it should not be
carried forward. If it was deemed to have value at that time, we
believe it should be continued as an asset in the accounts at what
ever value it was recognized as having in the transaction until it
is decided that it is no longer valuable, in which case it should be
written off. Of course, if it proves to be valuable through the ap
plication being granted, it then becomes the type of intangible that
should be accounted for under the provisions of Accounting Re
search Bulletin Number 24.1 It will be recalled that this bulletin
broadly classifies intangibles as “ (a) Those having a term of exist
ence limited by law, regulation, or agreement, or by their nature
. . . [and] (b) Those having no such limited term of existence
and as to which there is, at the time of acquisition, no indication
of limited life . . . ” Organization costs are mentioned as being
within the type (b) classification. With respect to type (b) intan
gibles the bulletin states generally that “The cost of type (b) in
tangibles may be carried continuously unless and until it becomes
reasonably evident that the term of existence of such intangibles
has become limited, or that they have become worthless.” The bul
letin then indicates the treatment to be accorded type (b) intan
gibles in the event either of these latter two situations develops.
Upon reading the foregoing discussion, a reader wrote:
“W e have had a number of instances recently in this state in
which the stockholders of domestic corporations desired to get out
from under certain state taxes by reincorporating in a foreign state.
In such instances, a foreign corporation has been formed, and the
stockholders of the domestic corporation have exchanged their
stock for shares in the new foreign corporation. Following this, the
foreign corporation has then dissolved the domestic subsidiary, and
taken over all of its assets.
“I should appreciate some comment from you as to whether or
not your rule would also apply in an instance such as the one I have
outlined, that is, when the stockholders of both corporations were
identical, and when the one corporation was liquidated into the
1 Also see chapter 5, Accounting Research Bulletin No. 43.
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parent, simply for the purpose of improving the corporation’s state
tax position ”
Our Opinion
While there is some difference of opinion regarding the propriety
of carrying forward the earned surplus of the old company into the
financial statements of the new company, we believe it is the most
generally accepted view and it is our own personal opinion that
the earned surplus may be carried forward. The period of time
during which the old company is a subsidiary of the new is, in
such instances, practically nil. The procedure could have been car
ried out by having the new corporation issue its stock to the old
corporation for the net assets of the old corporation and having the
latter liquidated by distributing the shares in the new corporation
to its stockholders. In that case, the new corporation would have
been the subsidiary momentarily, rather than the old. The method,
it seems to us, is incidental. The important thing is that there has
been no change in the economic unit or in the owners of it except
the legal creation of the new company. It is entirely possible that,
in some jurisdictions, surplus of a predecessor company carried
forward in this manner could not be used for dividends. In such
case, we believe there must be clear disclosure of the restric
tion that is thus placed upon the earned surplus; but we do
not believe, accounting-wise, it prevents the company from con
tinuing to issue financial statements as though no change had taken
place other than to disclose whatever legal implications may be
involved.

A Practical Merger Problem

The combination described immediately below was brought to
our attention by a member. W e received three answers to the prob
lem raised which were prepared by representatives of three wellknown public accounting firms. Since there is substantial unanimity
among the three answers as to the proper solution, we are present
ing only one complete answer here.
“The following paragraphs present the facts of an actual series
of transactions entered into by one of our clients.
“C Company, a manufacturing corporation, acquired the outstand
ing stock of M Company ( also a manufacturing corporation,
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producing a kindred line of products) for the approximate under
lying book value, including earned surplus of $75,000.
“Approximately two years later, C Company and M Company
were merged but for practical legal reasons, M Company (the
subsidiary) was retained as the surviving company, with its name
changed to C-M Company. In the merger, stockholders of C Com
pany received shares of C-M Company, and the M Company stock
previously owned by C Company became treasury stock of C-M
Company.
“The merger plan, which was formally adopted by the stock
holders of both companies, provided for the retention of dividend
rights as follows:
“ "The aggregate amount of net assets of C Company and M Com
pany which was available for the payment of dividends immedi
ately prior to the merger, shall continue to be available for the
payment of dividends by the surviving corporation and no part
thereof shall be considered to be transferred to the stated capital or
the paid-in surplus of the surviving corporation.'
“Attorneys for the companies insisted that the $75,000 earned
surplus of M Company at date of acquisition by C Company should
be included in the earned surplus of C-M Company after the
merger. What would be the proper accounting treatment of this
earned surplus of M Company in the merger?
“As a separate question, assume that after the merger the $75,
000 is properly considered to be capital surplus and that because
the company accepted the opinion of its attorneys and treated the
amount as earned surplus in the financial statements, the account
ants took an exception in their report. Upon advice of its attorneys,
the company in the following year paid a dividend, accompanied
by a resolution and an explanatory note to its shareholders to the
effect that this dividend was paid out of the specific $75,000 in
the earned surplus account which the accountants consider to be
capital surplus. The sole purpose of this treatment is to dispose of
the difference of opinion. The attorneys state that it is legal for the
company to pay a dividend from paid-in surplus, and it is so stated
in the resolution. Is it proper for the accountants to consider this
as a dividend from paid-in surplus, thus disposing of the difference
in treatment and eliminating any future exceptions in the audit
report?”
an sw er

.

This problem appears to have arisen through failure to
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distinguish between a merger of independently owned companies,
each with its own stockholders, and a merger of companies in
parent and subsidiary relationship which are controlled by the same
stockholders, viz., the stockholders of the parent company.
Since M Company is a wholly-owned subsidiary of C Company,
the aggregate amount of net assets available for the payment of
dividends immediately prior to the merger should be determined on
a consolidated basis and the amount so available is not necessarily
equal to the combined earned surplus of the two companies. The
earned surplus of M Company, to the extent of $75,000, was ac
cumulated prior to acquisition by C Company and, in effect, was
included in the purchase price paid by the latter company. Ac
cordingly, any dividends paid by M Company from such earned
surplus would not constitute income to C Company but would
be merely a realization on the investment in M Company.
In consolidation the investment in M Company should be elimi
nated against the capital stock of that company and its surplus at
date of acquisition by C Company. The aggregate net assets on a
consolidated basis would therefore be equal to the sum of (1 ) the
capital stock of C Company, (2) the surplus of C Company, and
(3) the surplus of M Company accumulated since acquisition by
C Company; the aggregate net assets available for the payment of
dividends to stockholders of C Company would be the sum of (2)
and (3). Since the earned surplus of M Company at date of
acquisition does not form part of the consolidated net assets avail
able for payment of dividends immediately prior to the merger, it
follows, from the terms of the merger agreement, that such earned
surplus should not be available for the payment of dividends by
the surviving corporation.
Obviously, in drafting the merger agreement, it was contem
plated that there would not be any increase or decrease in the net
assets available for payment of dividends. Accordingly, the surplus
of the surviving corporation should not exceed the surplus of the
constituent companies determined on a consolidated basis. That the
books of the surviving corporation now show a greater surplus is
attributable to failure to cancel intercompany holdings of stock,
viz., M stock held by C Company, in carrying the merger into effect.
If this stock had been canceled and no stock issued in lieu thereof,
the capital stock of the surviving corporation would have been
reduced by the par or stated value of the stock so issued, and the
earned surplus of M Company as of date acquisition by C Company
would have been eliminated from the surplus of the surviving
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corporation. This same result could now be achieved by canceling
or, if necessary, formally retiring the stock of the surviving corpora
tion carried as treasury stock.
The issuance of stock of the surviving corporation for M Company
stock held by C Company prior to the merger is somewhat illogical
and there is a question whether the stock so issued may properly
be characterized as treasury stock. Ordinarily, treasury stock
represents stock issued for a valid consideration and later reacquired
by the issuing corporation. In this case, the assets of both companies
were controlled directly or indirectly by the stockholders of C
Company, and upon consummation of the merger all stock issued
should go to the stockholders of that company as consideration
for the net assets brought into the merger. Obviously, this leaves
no consideration for the stock issued and carried as treasury stock.
As previously indicated, the solution to the difficulty would
appear to lie in cancellation or formal retirement of the so-called
treasury stock. Under the laws of most states a company may not
acquire shares of its own stock except out of surplus, in which
case surplus so applied becomes unavailable for payment of divi
dends pending formal retirement of the shares acquired. Accordingly,
if the shares held in the treasury of the surviving corporation con
stitute valid treasury stock, there is probably a restriction on surplus
to the extent of the book cost of such shares. By formally retiring
such shares, surplus would be reduced by the excess of the book cost
over the par or stated value of the shares, but the remainder of
the surplus would then be available for payment of dividends.
We are also quoting two pertinent paragraphs taken from one
of the other answers:
“It is difficult to understand how the $75,000 can be a part of any
surplus of the merged company unless the stock of the merged
company which was issued in exchange for the capital stock of M
Company ( and became treasury stock of the merged company) was
carried in the accounts at the original investment cost to C Company.
This possibility is, in our opinion, not in accordance with sound
accounting since the practical effect is that the carrying value of
the treasury stock is $75,000 more than its capital value at the forma
tion of the company. The treasury stock is to some extent a fiction,
being, in effect, stock issued by the merged company to itself. . . .
“It would also appear that the declaration of a dividend, ‘accom
panied by a resolution and explanatory note to its shareholders to
the effect that this dividend was paid out of the specific $75,000 in
earned surplus account which the accountants consider to be capital
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surplus’ is no more than a declaration of a dividend out of capital.
We think that this will become apparent if the appropriate entry
is made in the accounts of C-M Company to write down the
treasury stock (assuming it is not to be canceled) to the amount
of its capital value. Such an entry will dispose of the $75,000 which
was questioned by the accountants and will make it clear that the
capital has been further reduced by $75,000 through the payment
of the dividend. After such action there should be no controversy
between the attorneys and the accountants.”

Q U A S I- R E O R G A N IZ A T IO N S

An Occasion for Quasi-Reorganization

A correspondent asks for advice on the proper accounting treat
ment of a capitalization transaction involving the following facts:
At the beginning of the year, the capitalization of the Blank
Corporation was as follows:
Preferred Stock ($25 par)
Authorized.................................................................... 2000 shs.
Less: Unissued............................................................. 1000
Issued and Outstanding........................................... 1000 “

$25,000

Common Stock ($25 par)
Authorized, Issued,and Outstanding...................... 500 “
12,500
Surplus (D eficit)..................................................................................(20,000)

During the year the corporation’s articles were amended, so that
the authorized capital consisted of 200 shares of $100 par value
preferred stock and 3,000 shares of common stock without par
value. Fifteen hundred shares of the new no-par common stock were
issued, 8½months after the beginning of the year, in exchange for
the 1,000 shares of old preferred stock and the 500 shares of old
common stock which were outstanding in the hands of one stock
holder. Fifteen hundred of the new common shares remain un
issued. One hundred of the new preferred shares were sold at par
value.
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“In addition to the above information, it might be mentioned that
$5,000 of the $20,000 deficit is the result of a charge against surplus
to provide a reserve for doubtful accounts. Also, the corporation
experienced a loss of $2,000 for the current year; however, informa
tion on the loss for the 8/2 months is not available, and a considerable
amount of work would be necessary to determine such loss.”
Our Opinion
It seems to us that the amendment of the corporation’s articles
and consequent recapitalization might be an appropriate occasion
for a quasi-reorganization. Assuming management is willing and
stockholder consent is obtained, there would appear to be two dates
as of which the deficit may be written off and surplus dated, i.e.,
either a date 8½ months from the beginning of the client’s fiscal year,
or the fiscal year-end.
If, as a practical matter, the latter date is taken to be the date of
the “quasi,” the capital section might then appear as follows:
Preferred Stock, $100 par
Authorized................................................................... 200 shs.
Less: Unissued............................................................ 100
$10,000
Issued and Outstanding.......................................... 100
Common Stock, No par
Authorized...........................................................................3000shs.
Less: Unissued............................................................. 1500
Issued and Outstanding........................................... 1500
Surplus, 12/31/51 * ..................................................................

15,500
0

* Calendar year-end assumed.

(Appropriate footnote explanation regarding the circumstances of
the “quasi,” the write-off of the $22,000 deficit, and dating of surplus
should be set forth in the statements.)
In the foregoing figures, it is assumed that no stated value has
been assigned to the shares of common stock. If a stated value is
assigned to the shares, the excess over the stated value would be
shown as capital surplus. It is also assumed that the $5,000 charge
for reserve for bad debts represents the best estimate available as
to the probable loss on doubtful accounts. If the reserve is believed
to be either inadequate or excessive, the reserve and the deficit
should, of course, be adjusted. It is assumed, further, that all other
assets are presently stated at fair values and, consequently, there is
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no need for adjustments in accordance with the terms of Accounting
Research Bulletin Number 3, “Quasi-Reorganization or Corporate
Readjustment.” 1
If the technical date of the “quasi” is considered to be a date 8½
months from the beginning of the fiscal year, it would seem that a
write-off of approximately $21,417 ($20,000 plus 8.5/12 X $2,000)
might be made against the $37,500 of no par common stock, as of
that date. This arbitrary proration of the $2,000 loss would seem to
be a sufficiently accurate approach for the purpose of determining
the amount thereof applicable to the 8½ months. If this procedure
were followed, the common stock account and capital surplus at
the fiscal year end would aggregate $16,083 and a deficit account
(dated 8½ months from beginning of the fiscal year) would reflect
a deficit of about $583.
Our inclination, as a practical matter, would be to favor the first
method shown, since the object of a “quasi” is to make a “fresh start”
with a clean balance sheet, and the lag involved here is merely a
matter of a few months.
Of course, if no “quasi” is undertaken and, therefore, the deficit
is retained on the books, it would appear that, at the year end,
preferred stock of $10,000, common stock of $37,500, and a deficit
of $22,000 would be shown.

Treatment of Inventories
in a Quasi-Reorganization

A correspondent submits the following statement of facts re
garding his problem:
“Corporation is a manufacturing concern engaged in the metal
working business. Its balance sheet at December 31, 1953 shows
the following:
Current assets.......................................................................
Fixed assets—n et..................................................................
Other assets...........................................................................

$250,000
100,000
10,000

T otal....................................................................................

$360,000

Current liabilities................................................................
Capital stock.........................................................................
D eficit....................................................................................

$ 60,000
350,000
( 50,000)

T otal....................................................................................

$360,000

1 Also see chapter 7(a) of Accounting Research Bulletin No. 43.
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“Corporation has sustained operating losses for the past five years,
and has undergone several changes in active management during
this period. It has been engaged in the manufacture of woodwork
ing and farm machinery, and other items for sale to the farm trade.
For the past twelve months corporation has operated at a low
level, and the sales force has been greatly reduced while efforts
were made by the stockholders to dispose of the business. Because
of limited sales of its products, the majority of the manufactured
parts have been on hand for more than one year, and are in excess
of current requirements at the present volume of sales. The in
ventory at December 31, 1953 consists principally of manufactured
parts valued at an estimated cost of $200,000.
“Partnership is a manufacturing concern engaged in the metal
working business. Its principal products are textile machine parts.
Its operations have been very profitable over the past five years, and
the balance sheet as at December 31, 1953 discloses a net worth of
approximately $150,000.
“As of December 31, 1953, the following transaction was effected:
(1) Corporation stockholders surrendered their capital stock in
exchange for debentures of the face amount of $150,000, the
difference being credited to paid-in surplus.
(2) Partnership transferred its properties to corporation in ex
change for corporation’s capital stock.
(3) Corporation eliminated its deficit by offsetting it against
paid-in surplus.
“The corporation’s records will be audited as of March 31, 1954,
and its officers who were the partners of partnership insist on
valuing corporation’s inventory on the old basis and advance the
argument that they intend to push sales of products to the farm
trade and hope to realize a profit on the inventory as stated. At
the present time efforts in this direction have not been successful.
“The auditor contends that the willingness of the old shareholders
to take fifty cents of debentures for each dollar of net worth is
indicative that the assets, principally inventories, are not worth
book value and that such assets should be written down by some
amount with an offsetting debit to paid-in surplus.”
Our Opinion
The circumstantial evidence that, at December 31, 1953, the old
shareholders were willing to surrender their capital stock having
a book value of $300,000 in exchange for debentures having a
face value of $150,000, while at the same date an inventory, the
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greater portion of which is in excess of current production require
ments, was carried on the books at an estimated cost of $200,000,
seems to give weight to our correspondent’s contention “that the
assets, principally inventories, are not worth book value . . . and
should be written down by some amount with an offsetting debit
to paid-in surplus.”
Chapter 7(a) of Accounting Research Bulletin Number 43 dealing
with “Quasi-Reorganization or Corporate Readjustment” states that
“If a corporation elects to restate its assets, capital stock, and surplus
through a readjustment and thus avail itself of permission to relieve
its future income account or earned surplus account of charges
which would otherwise be made thereagainst, . . . it should
present a fair balance sheet as at the date of the readjustment, in
which the adjustment of carrying amounts is reasonably complete,
in order that there may be no continuation of the circumstances
which justify charges to capital surplus.” (Emphasis ours.)
Chapter 7(a) also states that . . . “if potential losses or charges
are known to have arisen prior to the date of readjustment but the
amounts thereof are then indeterminate, provision may properly be
made to cover the maximum probable losses or charges. If the
amounts provided are subsequently found to have been excessive or
insufficient, the difference should not be carried to earned surplus
nor used to offset losses or gains originating after the readjustment
but should be carried to capital surplus.”
If the circumstances justify it, e.g., if the inventory problem is
primarily due to the fact that the inventory is excessive rather than
obsolete, it seems to us a compromise or alternative treatment to
that of a direct write-off of a portion of inventory cost to paid-in
surplus should be considered.
In any case, whether an excess of inventory over normal produc
tion requirements during the forthcoming year is due to injudicious
buying or temporary retrenchment of sales and production activities,
it seems clear that the portion “not expected to be realized in cash
or sold or consumed” within the year should be classified as noncurrent. In addition to classifying the excessive inventory as noncurrent, a valuation reserve might be provided out of paid-in
surplus (pursuant to the quasi-reorganization) sufficient to reduce
such inventory to estimated recoverable cost. This latter treatment
would appear to be compatible with the procedure described in
the second preceding paragraph.
Incidentally, we presume that the client’s earned surplus will be
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dated as of the eff ective date of the readjustment (deficit absorp
tion).
Proprietorship Accounts
a Legal Consolidation

A summary of the pertinent facts in a case involving a corporate
combination, as submitted by a reader, is as follows:
Company A was incorporated in 1916. During the twenties, it
issued 7 per cent cumulative preferred stock. In 1932, it ceased
paying dividends on the outstanding preferred stock. None were
paid at any subsequent time.
In 1941, Company A was legally consolidated with Company B
(a wholly-owned subsidiary of Company A, organized in the
twenties but inactive at the date of the consolidation), forming
Company C.
Prior to the consolidation the condensed balance sheets were
as follows:
Assets
Liabilities
Common Stock (Par Value
Preferred Stock (Par Value
Deficit

COMPANY A

COMPANY B

$1,667,247
992,141
$100)564,400
$100)669,070
558,364

$2,000
None
2,000
None
None

The assets of Company B consisted of accounts receivable from
Company A amounting to $2,000. Company A owned all the out
standing common stock of Company B.
Under the terms of the Agreement of Consolidation, the stock of
Company B was canceled, and stockholders of Company A received
one share of no-par value stock in Company C for each share of
stock they held in Company A —common if they held common, and
preferred if they held preferred.
After consolidation, Company C’s statement appeared as follows:
Assets
Liabilities
Net Worth

$1,665,247
990,141
675,106

Net worth comprised 5,644 shares of no-par value common stock and
6,690.7 shares of no-par value preferred stock.
Dividends on the preferred stock of Company C are cumulative
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and are payable at the rate of $4.50 per share annually. The pre
ferred stock is callable by the corporation at $100 per share, plus
accrued dividends; and, in the event of dissolution of the corpora
tion, the preferred stockholders have a priority of claim upon dis
tributable net assets in the sum of $100 per share, plus accumulated
dividends.
The Agreement of Consolidation also provides that after first
deducting an amount sufficient to pay the current and any accrued
dividends on the preferred stock, two-thirds of the remainder of
the net earnings shall be placed in a special reserve sinking fund
which shall be used only for the purchase of such preferred stock
of the corporation as may be offered to it for sale at stated prices.
Sixty days after the close of each fiscal year, the company must
inform all preferred stockholders as to the amount of the special
reserve sinking fund and must invite them to submit an offer to sell
their preferred stock at a price to be stated in each such offer. All
offers must be accepted, to the extent of the special reserve sinking
fund, beginning with the lowest offer and so continuing until the
special reserve sinking fund has been exhausted, or until no offer at
less than $100 per share, plus dividends, remains.
In submitting the above information, our correspondent raised
two questions and presented his solutions to them. They are as
follows:
Question One
How should the stock account be shown on the balance sheet
after the legal consolidation?
Correspondent’s Solution
I opened an account entitled “Net Worth at Time of Consolida
tion” and credited to this account the balance of the stock accounts
and deficit account at the time of consolidation. If the company
should retire stock in any way other than from the special reserve
sinking fund, I would charge this account for actual cost of such
stock.
The net worth portion of the balance-sheet appeared as follows:
NET WORTH

6,690.7 shares of No-Par Value Preferred Stock, issued and
outstanding—$4.50 annual cumulative dividend, current
5,644 shares of No-Par Value Common Stock, issued and

outstanding
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Question Two
How should the special reserve sinking fund be handled on the
books?
Correspondent's Solution
“Surplus” is charged and “Reserve for Retirement of Preferred
Stock” is credited with amount of the special reserve requirement
each year. As stock is retired, “Reserve for Retirement of Preferred
Stock” is charged with the amount paid for the stock. If stock is
retired by the corporation from funds other than this reserve ac
count, the cost of such redemption is charged to “Net Worth at
Time of Consolidation.”
Our Opinion
In our opinion, there are several features of the above treatment
which, from the standpoint of presentation, are subject to improve
ment. In addition, several considerations which we believe to be
important have not been raised and dealt with at all.
One important question concerns the accounting justification for
writing off Company A’s deficit upon effecting the legal consolida
tion. A correlative question is whether, under the circumstances,
future retained earnings should be “dated” in subsequent balance
sheets.
Some might argue with considerable cogency in this case that
the resulting entity after consolidation was different only in name;
that, as a matter of fact, Company C differed from Company A
only in having an “Inc.” after its name; that the company resulting
from the consolidation continued to perform substantially the same
economic functions its predecessor companies had performed; and
that, accordingly, mere legal formality should not justify an ac
counting treatment resulting in elimination of the large deficit.
Our own reasoning is not so extreme. It seems rather obvious to
us that the primary aim of the consolidation here was to enable the
company to make a “new start,” i.e., the “reorganization” feature
seems paramount. Consequently, we believe that the elimination of
Company A’s deficit was reasonable. However, continuing to bear
in mind the “reorganization” features of this case, we also believe
that sound accounting practice would require the “dating” of re
tained earnings for several years subsequent to the consolidation
despite the fact that, technically, a new legal entity has come into
existence.
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A further question arises regarding the treatment followed with
respect to the capital stock accounts. We think it would have been
more reasonable in this case to have attempted some allocation of
the “net worth” by which the respective interests of the two classes
of stock would have been more clearly set out.
In making such an allocation, the common stock should, in our
opinion, be looked upon as a “buffer” or a “first line of defense.”
Thus, a stated value of $1 per share might have been assigned to the
common stock of Company C, the no-par preferred stock might
have been carried on the balance sheet at its liquidation value of
$100, and the balance of the “net worth” might have been shown as
capital surplus. In this connection, it should be mentioned that a
majority of states require a “stated value” or “assigned value” to be
ascribed to no-par value shares, thereby making them no-par value
shares in name only.
Another method of handling the matter would have been to as
sign a new stated value to the common stock of Company A, prior
to the consolidation. Had a stated value of $1 been assigned at that
time, a capital surplus of $558,756 would have been created against
which the deficit of $558,364 might have been charged off. Under
either method the final result would have been the same.
It should also be noted that, according to our correspondent’s
solution for recording the retirement of preferred stock under the
sinking-fund plan, the cost of such retirements is, in effect, charged
to earned surplus. As a result, the earned surplus is capitalized to the
extent of the cost of the preferred stock retired. We do not consider
it good accounting practice to bring about the capitalization of sur
plus in that manner. Earned surplus should not be charged with the
redemption cost of stock reacquired and retired unless that cost
exceeds the carrying value of the particular stock. However, if the
“net worth” account has not been allocated to the respective classes
of shares, there is no basis for determining the amount that might
properly be charged to earned surplus.
Under the methods of allocating “net worth” we suggested above,
the retirement of preferred stock in accordance with the sinkingfund plan would require two entries in the “net worth” accounts.
First, the preferred stock account would be charged with the stated
value (i.e., the liquidation value) of the stock redeemed, any excess
of stated value over redemption cost being credited to capital sur
plus; and, second, an amount equal to the cost of the shares re
deemed would be returned to earned surplus by a charge to Reserve
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for Retirement of Preferred Stock. If any preferred stock should be
retired in a manner other than in accordance with the sinking-fund
plan, the preferred stock account would be charged with the stated
value and any premium or discount would be charged or credited
to earned surplus or capital surplus, as appropriate.
Two other brief observations are in order. If no allocation of the
“net worth” is to be made between the two classes of stock outstand
ing because of some persuasive reason not known to us which would
make the treatment suggested above impracticable, it seems to us
the amount of so-called “net worth” might better be described in
the balance sheet as “Stated Capital.” The description of the two
classes of shares and the respective numbers of such shares issued
and outstanding could then be detailed directly below on the face
of the balance sheet in the manner outlined by our correspondent.
Finally, our correspondent asserts in his solution to Question l
above that if the company retires stock in any other way than by
operation of the sinking-fund reserve account, he charges “Net
Worth at Time of Consolidation” with the actual cost of the stock
retired. Since this procedure would serve to reduce the amount in
that account, its title would have to be further qualified.

A Composition of Creditors

A correspondent poses the following question: “The corporation
under discussion was organized approximately four years ago under
the laws of the State of Connecticut. Since that time, it has shown
an operating loss which drained the working capital of the organiza
tion to such an extent as to cause the creditors to place the subject
corporation in bankruptcy. A composition of creditors was effected
which called for a 40 per cent settlement on the then outstanding
creditors’ claims. A discharge in bankruptcy was obtained and
40 per cent of the outstanding accounts payable were paid. The
remaining 60 per cent of the accounts payable represented a for
giveness which amounted to approximately $75,000. The settlement
covered only trade creditors’ claims for merchandise.
“Under Regulation III, Section 29.113 (b) (I)-2, my research has
led me to believe that the amount of forgiveness shall reduce the
cost or other basis of the inventory, but not below its fair-market
value on the date of approval of the composition agreement. As the
inventory taken on January 1, 1951 was an actual physical inven
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tory taken on the basis of cost or market, whichever is lower, I be
lieve that this represented the fair-market value of the inventory
and consequently, there is no adjustment to be made to the basis of
any property of the subject corporation. . . .
“From the standpoint of accounting theory, I believe that the for
given amount should be credited to the deficit account, for in fact
this amount represents a decrease in the cost of merchandise pur
chased, and therefore is an adjustment to prior year’s profits.
“Do you concur with me on my proposed accounting treatment
of the amount forgiven?”
Our Opinion
There is some difference of opinion among accountants as to the
proper accounting treatment of forgiven indebtedness. An Institute
member with whom we discussed this question favors crediting the
forgiven amount to the deficit, clearly disclosing in the current
financial statements and those for several subsequent years the
amount of the forgiveness. However, if the amount forgiven exceeds
the deficit, he is in favor of a quasi-reorganization so that no earned
surplus results from the transaction.
Another member favors a credit to earned surplus for forgiven
indebtedness; still another member to whom we talked suggests that
the forgiven amount be shown separately on the balance sheet as
donated surplus, combining it in a net figure with the deficit account.
In the case under consideration, it seems to us a quasi-reorganiza
tion is clearly called for. A company which comes out of bankruptcy
through a composition of creditors is certainly making a new start.
Under such circumstances, it seems to us the company should pro
ceed accounting-wise as though a new company had resulted from
the bankruptcy proceedings. It follows that if the credit arising from
the composition of creditors exceeds the amount of the deficit in
earned surplus, the balance, in our opinion, should be carried to
capital surplus.

Discontinuance of Dating Earned Surplus

We have been asked to express our opinion with respect to the
following situation: Suppose a company went through a quasi
reorganization in 1950 during which it wrote off substantial amounts
of the costs of assets and other losses against capital surplus after
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exhausting all of its earned surplus. Since then it has been dating its
earned surplus in accordance with the recommendations of the com
mittee on accounting procedure in paragraph 10 of chapter 7(a)
of Accounting Research Bulletin Number 43. Suppose also that re
cently its board of directors has, by resolution, transferred from
earned surplus to capital surplus an amount equal to the sum of the
amounts that were charged to capital surplus at the time of the
quasi-reorganization.
Would a situation like this be considered to be such an “excep
tional circumstance” that the company would be justified, under the
provisions of Accounting Research Bulletin Number 46, in discon
tinuing the dating of its earned surplus?
Our Opinion
Accounting Research Bulletin Number 46, Discontinuance of
Dating Earned Surplus, states that the committee on accounting
procedure “believes that there may be exceptional circumstances in
which the discontinuance of the dating of earned surplus could be
justified at the conclusion of a period less than ten years.”
The principal purpose of the dating of earned surplus is to indi
cate that the accounts reflect the results of a new start subsequent
to the inception of the corporation. It is intended to place the reader
of the financial statements on notice that the earned surplus balance
represents accumulated retained earnings only from the date of a
quasi-reorganization.
If the company had had enough earned surplus to write off all of
its losses when they became recognizable without dipping into capi
tal surplus, or if it had chosen to carry a deficit in earned surplus,
and assuming it had no assets that were substantially understated
and needed to be restated, it probably would not have gone through
the quasi-reorganization procedure and would, accordingly, have
had no need for dating its earned surplus.
By subsequently capitalizing earned surplus to the extent of the
charge to capital surplus at the time of the quasi-reorganization, this
company would now have restored its earned surplus to the amount
at which it would have appeared if the recognized losses had been
handled in the normal manner with no interruption in the historical
record of accumulated retained earnings. Accordingly, the principal
reason for the dating of earned surplus seems to have disappeared.
In our opinion, this would clearly fall within the category of “excep
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tional circumstances” as contemplated by the committee and we be
lieve there is no need for continuing to date the earned surplus in
this case.
It must be recognized that this is only one of the possible situa
tions which may be properly considered an “exceptional circum
stance.” There may be other times when a company would be
equally justified in discontinuing the dating of its earned surplus.
The decision in each instance must be reached on the basis of the
facts in the individual case.
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F IN A N C IA L S T A T E M E N T S

Some Questions Which Arise in the
Preparation of Consolidated Statements

A correspondent raises the following questions concerning cer
tain problems encountered in the initial preparation of consolidated
statements for inclusion in an annual report to stockholders.
“On or about August 20, the client was given an option to pur
chase all of the preferred and common stock of a company which in
turn owned all of the stock of another company.
“On or about October 23, the client expressed his intention to ex
ercise the option, and acknowledgment was received on or about
October 29. Pending completion of certain conditions under the
option, the deal was not consummated until November 20, and on
November 21 new officers were elected. However, the client began
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to perform various managerial acts about the time of the above
acknowledgment.
“The client paid par for the preferred stock and an agreed price
for the common stock. The aggregate amount paid would be ap
proximately $1,800,000. As near as could be determined at this writ
ing, the equity of the two companies acquired was $2,100,000 at
October 31.
“Assets of the acquired companies exceed 15 per cent of the total
assets involved, and the volume of business of the acquired com
panies would exceed 15 per cent of the total volume of business for
the year. However, for the two-month period, this ratio would be
less.
“ 1. What terminology is considered proper for use in a consoli
dated balance sheet, to describe the excess of the value of the sub
sidiary’s net equity over the purchase price paid by the parent for
the subsidiary’s stock?
“2. Is it correct to assume that November first would be a proper
date for consolidating?
“3. In the consolidation of the profit-and-loss statements, should
only the profits or losses be considered for the two months of
November and December?
“4. Is it possible to consolidate profit-and-loss statements for the
full year with proper explanations?”
Our Opinion
The general objective is stated to be the proper preparation of
consolidated statements for a group of companies for use in an an
nual report to stockholders.
The fact that subsidiary assets and sales exceed 15 per cent of the
total assets of the group and 15 per cent of the total volume of busi
ness for the year, respectively, would appear to favor the prepara
tion of consolidated statements.
The specific questions will be answered in the order asked.
1.
When the underlying net equity of a subsidiary exceeds cost to
the parent company, one of the following reasons is usually ap
parent:
a. Specific assets of the subsidiary may be deemed to be over
valued or liabilities understated in the accounts.
b. The parent company may have made a “bargain purchase.”
c. The low earning power of the subsidiary may have made its
shares worth less than their book value.
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There appear to be several accepted treatments of the excess of a
subsidiary’s net equity over cost to the parent. An excess credit, in
our opinion, should not be treated as “capital surplus” except in un
usual and extraordinary situations involving fortuitous or so-called
bargain purchases, and if so treated, should be separately described
as to its origin. Where the difference is definitely attributable to
specific assets or liabilities, we believe adjustments of those specific
accounts, either in the consolidated working papers or in the subsidi
ary’s own accounts, should be made. Where the difference is not
attributable to specific items, a generally accepted treatment is to
show the excess in the consolidated statements as a general valua
tion reserve, under some such description as “Excess of Net Assets
at Date of Acquisition over Cost of Investment in Subsidiary.” An
other treatment for which there is some authority is to offset the
excess (sometimes referred to as “negative goodwill” ) against any
positive goodwill arising in the consolidation of other subsidiaries
or reflected on the books of the particular subsidiary.
2. This question concerns determination of the date of the client’s
acquisition of control of the subsidiaries. On the basis of the infor
mation set forth, it appears the option was exercised on or about
October 29. Accordingly, November 1 would seem to be a practical
date to choose as the “date of acquisition.” Consolidation of the
accounts of the several companies would then appear to be proper
at any appropriate time subsequent to this acquisition date.
3. Since the subsidiary was acquired about two months prior to
the end of the parent company’s fiscal period, the circumstances
require that a proration of subsidiary income between the pre
acquisition and the post-acquisition periods be made on some rea
sonable basis. The pre-acquisition subsidiary income would form
part of the underlying net equity at date of acquisition. Assuming
the companies are on a calendar-year basis, subsidiary profits or
losses for the two months, November and December, when com
bined with the profit or loss of the parent for the full calendar year,
would represent the consolidated profit or loss.
4. Consolidation of the profit-and-loss statements of the parent
and subsidiaries for the full year is acceptable if proper explanation
is given and subsidiary profits for the period prior to date of acqui
sition are deducted in arriving at the final figure for consolidated
net income.
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Parent Company Stock Owned by Subsidi
ary—Treatment in Consolidated Statements

A reader of this column asked for an opinion on the following
questions:
“A wholly owned subsidiary company is carrying in its balance
sheet as an investment, at cost, at the year-end a substantial block
of stock in the parent which it purchased in the open market. Both
parent and subsidiary have comparatively substantial earned surplus
accounts at the year-end.
“Will this situation require a note in the consolidated balance
sheet indicating that consolidated earned surplus is restricted in an
amount equal to the cost of the stock to the subsidiary?
“Will a note be required in the balance sheet of the subsidiary
indicating that its earned surplus is restricted as a result of the in
vestment in stock of its parent?
‘‘I n cases where a corporation owns some of its own stock which
it carries as treasury stock, when dividends are paid, none are paid
on such treasury stock. Do you know of anything which would pre
vent the payment of dividends by the parent company on this stock
owned by its subsidiary?”
The answers which follow were prepared by two public account
ing firms.
answer no . 1: The questions set forth . . . seem to us to be
largely of a legal nature and therefore the treatment followed in the
financial statements should be based upon a specific legal opinion. It
is our understanding that in most states the ownership of stock of the
parent by a wholly owned subsidiary should be treated as treasury
stock in the consolidated balance sheet. The ownership of such stock
would ordinarily create a restriction of consolidated earned surplus
in an amount equal to the cost of the stock to the subsidiary.
We do not believe that the ownership of the stock creates any
restriction of the earned surplus of the subsidiary. The balance sheet
of the subsidiary should, of course, carry a complete disclosure set
ting forth the number of shares and description of the stock of the
parent owned by the subsidiary.
We know of no restriction preventing the payment of dividends
by the parent company on the stock owned by the subsidiary and
would expect it to be mandatory to pay the same dividends on this
stock as are paid to outside shareholders. Such dividends should be
eliminated against dividends paid in the consolidated statement of
income and surplus.

406

CONSOLIDATED FINANCIAL STATEMENTS
answer no . 2: The applicable rule as to disclosure was set forth
in the bulletin “Examination of Financial Statements” and repro
duced in the codification regarding disclosure in financial statements
prepared by the research department and published in The Journal
of Accountancy for August 1948. It reads:“If there are any restric
tions on the surplus by reason of state laws, charter provisions, etc.,
such as in the case of reacquired shares, the nature of the restrictions
should be indicated.” It will be noted that this requirement is limited
to restrictions created by law or contract and does not pertain to
such practical restrictions as the fact that a company’s assets may
not be in a form in which they can be distributed.
Whether restrictions exist by reason of state law is, of course,
primarily a legal question on which, in a doubtful case, legal advice
may be necessary. It must, of course, be determined by reference to
the laws of the particular state or states involved; and these vary.
In New York State, for example, there is a provision to the effect
that dividends may not be distributed if thereafter the amount of
the assets is less than the amount of the liabilities plus the amount
of the capital. For this purpose it is generally understood that shares
of its own stock which a company has acquired neither constitute
assets nor serve to reduce the amount of the capital. Thus, in effect,
there is a corresponding restriction on the surplus of a company
acquiring its own stock.
I know of no similar restriction which would prevent a subsidiary
company, as a separate entity, from considering shares which it holds
in the capital stock of its parent as an asset. Nor could the acquisition
be regarded as a reduction of the subsidiary’s capital stock.
Coming to the consolidated balance sheet, th e question which
arises again is not whether there is any restriction on distribution of
surplus as a practical matter, but whether there is any restriction
under state law. A consolidated balance sheet is based on an account
ing concept, namely, that the picture of the enterprise as a whole
can be more clearly presented by means of consolidated statements.
This concept, however, is not recognized by the usual type of statu
tory law, and legal restrictions would probably have to be determined
on the separate entity theory. It does not seem that in the example
cited there would be any restriction created by state law on either
the parent company’s surplus included in the consolidated surplus or
on the subsidiary’s surplus included in the consolidated surplus.
Nor would it seem that the accounting practice of throwing the two
together in a consolidated statement could create legal restrictions
that did not otherwise exist.
Perhaps the practical solution and a reasonable method of dis
closure in the case in point would be to include in the amount shown
for capital stock of the parent company the entire amount outstand-
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ing, including the stock held by the subsidiary, and to deduct the
cost of the stock to the subsidiary, so described, from either the con
solidated surplus or the total of the consolidated capital and surplus.
The holding of part of a company’s capital stock by a wholly owned
subsidiary could hardly operate to reduce the amount of capital stock
of the parent outstanding and it thus might be preferable in any
event to show the gross amount. Such recognition in a consolidated
statement of the existence of separate entities would not be incon
sistent with other practices sometimes followed; for example, it is
not unusual to show which of the companies, parent or subsidiary,
is liable on bond issues outstanding.
I know of nothing which would prevent payment of dividends
on a parent company’s capital stock held by its subsidiary. In fact,
the creditors of the subsidiary might have a right to object if such
dividends were not paid. O f course, upon consolidation the divi
dends would be eliminated in the same manner as other intercom
pany dividends.

Treatment of Gain to Parent on Sale of Stock of
Subsidiary and "Loss" to Consolidation

A problem was presented to us in connection with the preparation
of consolidated balance sheets and statements of income and sur
plus. One of the companies whose accounts are to be consolidated
(the parent), purchased the entire capital stock of another company
(the subsidiary) at a price substantially less than the net equity
of the subsidiary, and carried the investment on its books at cost.
Upon consolidation, the excess of the subsidiary’s net equity over
the parent’s investment was carried on the consolidated balance
sheet as “paid-in surplus.” Subsequently, the parent sold its invest
ment in the subsidiary at a price substantially in excess of the cost
to the parent but less than the book value or net equity according to
the books of the subsidiary. Thus the books of account of the parent
reflect a substantial gain, but on the basis of consolidated statements
a loss is sustained in that the proceeds are less than the net equity
of the subsidiary. The problem presented is whether such a loss on a
consolidated basis should be treated as a charge against “earned
surplus” or against “paid-in surplus.”
Our Opinion
In answering this question it will be assumed that the parent has
other subsidiaries and will, therefore, continue to issue consolidated
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statements. The question raised cannot be answered categorically
because the difference (called a “loss” in the problem) between the
proceeds from the sale of the parent’s investment in the subsidiary
and the net equity of the subsidiary at the date of sale is composed
of three basic elements. These three elements are:
1. Gain to be recorded on the parent’s books resulting from the
sale of parent’s interest in the subsidiary and represented by the
difference between the present selling price and the cost.
2. Reduction in consolidated capital (or paid-in) surplus resulting
from the elimination of the amount of such surplus which was
originally added by acquisition of the subsidiary.
3. Reduction (or increase) in consolidated earned surplus resulting
from the sale of the parent’s interest in the subsidiary’s earned
surplus (or deficit) accumulated since acquisition.

Consolidated statements are prepared for the purpose of showing
the results of operations and the condition of the enterprise as a
whole. Consolidated statements are not customarily prepared from
consolidated accounts. Consolidated balance sheets represent the
combination or addition, after elimination of intercompany ac
counts, of the assets, liabilities, and capital accounts of the separate
companies comprising the consolidated group. Each company keeps
its own set of records regardless of whether its accounts are to be
consolidated with those of another company. When a parent pur
chases the stock of a subsidiary, the latter continues to carry on its
books its earned surplus although upon consolidation the excess of
the net equity of the subsidiary over the purchase price paid by the
parent is shown in the consolidated balance sheet as capital (or
paid-in) surplus on the theory that the parent cannot acquire earned
surplus through a purchase of stock.
Upon sale by the parent of its interest in the subsidiary, this same
excess of net equity of the subsidiary over the purchase price paid
by the parent is eliminated from the consolidated balance sheet, and
similarly the assets and liabilities are no longer combined. The sub
sidiary continues to carry on its books all its own assets, liabilities,
capital stock and surplus just as it did during the period of owner
ship of its stock by the parent. The parent does, however, upon sale
of its investment in the subsidiary, realize a gain to be taken into
earned surplus either directly or through income, just as it would
record the gain on any asset sold. This would not affect the books of
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the subsidiary, the outstanding capital stock and surplus of which
would remain intact before and after the sale.
Surplus earned since the date of acquisition by the subsidiary and
carried on its own books would be combined with earned surplus of
the parent in consolidated balance sheets until the investment in
the subsidiary is sold. After the investment is sold, the surplus
earned by the subsidiary since the date of acquisition by the parent
would continue to be carried on its own books but would be elimi
nated from any statements of consolidated earned surplus subse
quently issued by the parent.
The net result of the purchase and sale of subsidiary’s stock, there
fore, would be the same as if the accounts of the corporations had
never been consolidated, namely, a profit realized by the parent on
the sale of shares in the subsidiary equal to the difference between
the amount received and the amount paid.
As an illustration, suppose Corporation A purchased the entire
stock in Corporation B for $1,000 and that Corporation B had an
outstanding capital stock of $1,200 and a surplus of $800. Suppose
further that Corporation B earned $900 from the date of acquisition
to the date of sale, and that Corporation A sold its investment in
Corporation B for $2,500.
What the question calls a loss, which is in fact only a reduction
in consolidated net equity, at the time of the sale would be $400 on
the consolidated statements. This $400 would be made up as follows:
REDUCTION

Paid in surplus arising upon consolidation of Corporation B
eliminated upon removal of B from consolidation....................
Earned surplus (since date of acquisition) of Corporation B
eliminated upon removal of B from consolidation................

$1,000
900

$1,900
INCREASE

Gain on sale of investment per Corporation A ’s books and thus
brought into the consolidated balance-sheet as earned surplus
N E T R ED U CTIO N IN CO N SO LID ATED N E T E Q U IT Y

1,500
$

4OO

In this example, consolidated paid-in surplus would be reduced
$1,000 while consolidated earned surplus would be increased $600
for a net decrease of $400 in consolidated net equity.
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Liability for Preferred Stock Redemption
on Consolidated Statement

A correspondent confronts us with two related problems involving
questions of balance-sheet presentation. The facts involved in the
first problem are as follows: A parent company owns the entire
common stock of a subsidiary. In addition to the common stock, the
subsidiary has preferred stock outstanding, all of which is held by
outside interests. One tenth of the subsidiary’s preferred stock is re
tired each year in accordance with the terms of the agreement with
the preferred stockholders made pursuant to the sale of the preferred
stock. “In other words,” our correspondent says, “the consolidated
companies must apply earnings during the next ten years to the re
tirement of this stock.” Thus, the question arises: Should the subsid
iary’s preferred stock be shown as a liability or as a minority interest
in a consolidated balance sheet?
The second problem, somewhat similar in nature to the first,
involves these facts: The above parent company has preferred stock
outstanding which is being retired annually over a long period of
time. The amount retired each year is based on the next income less
the dividends for that year. Our correspondent says: “I think you
will agree with me that no part of this annual retirement should
be shown as a liability, except possibly between the close of the
corporation’s fiscal year, and the time it is required that stock be
retired based on income for that year.” He then phrases the question:
“Assuming that the company has no treasury stock, should the fiscal
year balance sheet show a liability for the retirement of the pre
ferred stock, based on the earnings for that year, which must be
made within ninety days after the close of such fiscal year? If the
answer to the above question is ‘yes,’ what account should be
debited?”
Our Opinion
In answering the first question we are assuming that the sub
sidiary’s obligation to redeem 10 per cent of its preferred stock
annually is unconditional and not contingent upon the presence
or absence of current earnings. With this assumption in mind, we
think the subsidiary’s outstanding preferred stock should be shown
indented on the consolidated balance sheet in a position between
liabilities and the net equity section. An offset account in the amount
of 10 per cent of such outstanding preferred stock should be
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deducted therefrom, the net amount extended, and an amount
equivalent to the 10 per cent shown as a current liability. Similarly,
in regard to the second question, the amount of the parent’s pre
ferred stock to be retired within 90 days should be shown deducted
from either the parent’s total outstanding preferred shares or from
the total of capital stock and retained earnings, with an amount
corresponding to the deduction shown as a current liability.
W e have observed that at least one company, under similar cir
cumstances, has not set up any liability based on annual earnings
for the redemption of its stock, even when the amount is known
and definite at the balance-sheet date. Instead, it has relied upon
a footnote to disclose the facts. W e are inclined to question the
adequacy of such a procedure. The company actually has an
obligation to make a payment out of current assets within the forth
coming year, and it seems to us this fact should be reflected in the
balance sheet proper.

Should Tax Be Deferred on Intercompany
Profits Eliminated in Consolidation?

A correspondent writes us “to obtain a technical opinion concern
ing proper accounting treatment of a parent company’s liability
for federal income taxes on profits arising from sales to subsidiaries
which have been eliminated in consolidation.
“As you know,” our correspondent continues, “the maximum
income and excess-profits tax on 1951 profits is 62 per cent. A con
solidated group including a number of subsidiaries filing separate
income-tax returns all of which pay the maximum rate, would
nevertheless have to pay a tax exceeding 62 per cent of consolidated
net income before taxes because the parent company, in filing a
separate return, would have to pay a tax on its entire profit including
the portion thereof arising from sales of items remaining in the
inventories of subsidiaries. While there is a definite liability on the
part of the parent company to pay the tax on the amount of profit
included in inventories remaining in subsidiaries’ hands at the end
of the accounting period, it would seem that such tax should not
be charged to consolidated income, since the income upon which
the tax is based, if material, must be eliminated in consolidation.
“The writer feels that there is justification for offsetting this
liability on the consolidated balance sheet by a corresponding asset
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of some kind. . . . Is the conclusion correct that the income tax
relating to the unrealized profit (on consolidated basis) should be
deferred until the subsequent fiscal period when the profit will
appear on the consolidated statement of income? If the conclusion
is correct that some kind of deferred asset is to be set up on the
consolidated balance sheet to offset the liability for the tax relating
to the unrealized profit, what is an appropriate designation for such
an asset and is it to be considered a current asset?”
Our Opinion
It is our opinion that where the amounts involved are material, in
relation to the financial statements taken as a whole, the deferring
of the income tax relating to the unrealized profit on intercompany
sales is a proper method of matching revenues with related costs.
We believe that a title such as “Deferred Taxes on Profits Not
Realized in Consolidation” would be appropriate.
There are good grounds for arguing that the item should be
classified as a noncurrent asset, and we have seen at least one case
where it was so classified even though certain items commonly
deemed prepaid expenses were classified in the same balance-sheet
as current. However, we are inclined to believe the item should
preferably be classified as current on the grounds that it is in the
nature of a prepaid expense, and also because the aggregate tax
liability of the several companies constituting the consolidated
group will be shown as current in the consolidated statements.

Presenting Consolidated Results
After Fiscal Year Change

We publish below a question recently submitted to us by a prac
titioner, together with our reply.
“Our client ‘A’ closes its books on January 31 of each year. It
has a wholly owned subsidiary ‘B’ which, in 1947 and prior years,
closed its books as of December 31 of each year. In connection
with the preparation of the consolidated financial statement, com
pany ‘A’ included the subsidiary accounts in its financial state
ments as of January 31, with notes to the effect that the subsidiary
accounts were as of December 31. The profit-and-loss statement of
‘A’ and ‘B’ included twelve months’ operations.
“During 1948, the stockholders of the subsidiary company, by
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appropriate action, authorized a change to a January 31 fiscal
year ‘closing date,’ effective currently and in subsequent years. As
a result of this change, the consolidated profit-and-loss statement
for the fiscal year ending January 31, 1949 will include thirteen
months’ operations of the subsidiary.
“Will you please advise us whether it is proper to include thirteen
months’ operations of the subsidiary in the consolidated profit-andloss statement, or whether twelve months’ operations should be
included and the operating results for the month of January, 1948,
shown separately? Or would it be sufficient to include thirteen
months’ operating results in the consolidated figures with a note to
the effect that a change was made in the fiscal year of the sub
sidiary and that the average profit or loss for one month amounted
to so many dollars?”
Our Opinion
In our opinion, the answer to your question depends to a con
siderable degree upon whether the results of the subsidiary’s opera
tions for the month of January 1948 are material in relation to the
consolidated results of operations for the twelve months ended
January 31, 1949.
Where inclusion of the extra month’s operations would not have
a material effect on the over-all results as shown by the consolidated
statements, I believe most accountants would include the full
thirteen months in the consolidated profit-and-loss statement. The
reason for the inclusion of the extra month and, to the extent prac
ticable, its effect on the statement should be indicated in a note.
The fact that thirteen months’ operations of a subsidiary have been
included is frequently indicated in the title of the statement.
However, where the extra month’s earnings are material, it is
preferable to show the amount of the January 1948 earnings
separately. One way of doing this is to present a consolidated
statement for the twelve months ended January 31, 1949, adjusting
the consolidated net profit or loss for the twelve months by the sub
sidiary’s profit or loss for the month of January 1948. The final figure
might then be called “balance to surplus.” This method is possibly
the most desirable because it preserves the continuity of the income
statements. This consideration is sometimes important since any
operating earnings not getting into the income statements present
problems if it subsequently becomes necessary to present state
ments for a period of years.
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Another method, which we believe is adopted quite frequently,
is to carry the amount of the extra month’s earnings directly to the
opening balance of surplus at January 31, 1948, as an adjustment
of surplus. The consolidated profit-and-loss statement can then be
presented for the twelve months ending January 31, 1949, for both
the parent and subsidiary. Under this method continuity is lost
with respect to the income statements, but it is retained so far as the
earned surplus statements are concerned.
Under either of these methods, the statements should include a
note calling attention to the item and to the change in the subsid
iary’s fiscal year; an exception as to consistency, if material, would
also be required in the auditor’s report.
In some instances it may be impracticable to determine the
amount of income applicable to January 1948. Where that is the
case, your last suggestion appears to be a reasonable solution.
Consolidation Where Subsidiary
Has Large Funded Debt

In consideration of the problem of whether to consolidate or not
to consolidate corporations, a question is raised:
“Would there be any authoritative justification for not consolidat
ing Corporations A and B in published statements to be furnished to
the stockholders of Corporation A, and to the Securities and Ex
change Commission and the stock exchange on which Corporation A
is listed?
“Corporations A and B are in similar lines of business. Corpora
tion B’s total assets are approximately 15 per cent of Corporation
A’s total assets; however, Corporation B, the subsidiary, has a large
funded debt and comparatively small equity capital, whereas Corpo
ration A, the parent, has little or no funded debt.
“Since the legal obligation for the subsidiary’s funded debt ex
tends only to its own assets and does not extend to the parent
company’s assets, would it be acceptable accounting procedure not
to present a consolidated statement of the two corporations which
would show the funded debt; but instead to publish a balance sheet
of the parent company only, showing the investment of parent in
subsidiary at whatever fair value is eventually decided upon? Such
a balance sheet would, of course, be footnoted to state that the
subsidiary owes funded debt of X dollars which is not shown in
the parent company’s balance sheet.”
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Our Opinion
As to the propriety of a company’s not including in its consolidated
statements a newly acquired subsidiary where the latter has a large
funded debt in contrast to the parent, it seems to us the burden of
proof should be on those who wish to omit a controlled subsidiary
from consolidation, and the auditor should determine whether the
reasons for a proposed omission are sound. While it is never proper
to omit only those subsidiaries whose financial position would
detract from the showing of the consolidated statements, there are
cases in which bond indentures of a subsidiary may place such
restrictions on assets and surplus that a consolidated statement in
cluding such subsidiaries might be misleading. In any case, the
important information should be clearly disclosed. In case the sub
sidiary in question is the only subsidiary, the problem might best
be met by submitting consolidated statements and separate parent
company statements.

PA R EN T COM PANY STA TEM EN TS

Should Stock Dividend from Subsidiary
Be Recognized on Parent's Books?

“Will you please advise,” writes a correspondent, “whether there
is any generally accepted exception to the usual textbook stated
proposition that stocks of subsidiaries should be displayed in the bal
ance sheet of the parent company at either cost or cost plus or
minus the increment or decrease of subsidiary net worth after
acquisition? Specifically, would it be considered good practice to
state such stocks at cost plus the par value of stock dividends
received on the holdings?”
Our Opinion
We do not know of any “generally accepted exception” to the
two bases, which the correspondent outlined, for stating investments
in a subsidiary on a parent company’s balance sheet.
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It seems to us to be improper to increase the cost of a parent
company’s investment in a subsidiary by the par value of stock
dividends received on the parent’s holdings. Accounting Research
Bulletin Number 1 1 1 states that an ordinary stock dividend is not
income to the recipient and that a stockholder’s interest remains
unchanged except as to the number of share units constituting such
interest.
We should add that, except for the recognition of a permanent
impairment of an investment, a substantial number of account
ants feel, and we agree with them, that the practice of accruing
earnings or losses of subsidiaries on the books of a parent company
should be discouraged.
W e have also received the following inquiry which, although
similar to the question answered above, raises an additional point:
“A parent company has received an ordinary stock dividend from
its wholly owned subsidiary. The earned surplus thus capitalized
by the subsidiary was earned subsequent to date of acquisition. The
parent carries the investment at cost, without adjustment. W e are
not here concerned with income tax problems.
“The first question raised is: Is there any accounting justification
for the parent’s recording the stock dividend as income? Account
ing Research Bulletin Number 1 1 1 states that such a dividend is
not income to the recipient, but in the discussion following, the
Bulletin adds ‘It is recognized that this rule, under which the stock
holder has no income until there is a distribution, division, or
severance, may require modification in some cases, or that there may
be exceptions to it, as, for instance, in the case of a parent company
with respect to its subsidiaries.’ This seems to leave the whole
question up in the air.
“The second question deals with the effect of the stock dividend
on consolidated earned surplus. The writer is among those who
believe that consolidated earned surplus remains unchanged, but
feels that, in the event the earned surplus now capitalized by the
subsidiary consitutes an important proportion (say 25 to 50 per
cent) of total consolidated earned surplus, the financial statements
should carry a note bringing out the fact that so much of the
consolidated earned surplus has been frozen by the action of the
subsidiary.
1 Also see chapter 7(b) of Accounting Research Bulletin No. 43.
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“The third question is: Would the answers to the two preceding
questions be the same in the event the parent had always adjusted
its carrying bases annually to reflect its equity in the subsidiary?”
The following opinions were prepared by two well-known ac
counting firms to whom we referred the above inquiry.
First Opinion
“With respect to the first question, we call your attention to the
following statement which appears in the May 1951 report of the
committee on accounting procedure of the American Institute of
Certified Public Accountants to the Council of the Institute: ‘There
has been some uncertainty among accountants as to whether
Bulletin Number 11 should be interpreted to permit a parent com
pany to take up as income stock dividends declared by a subsidiary.
The committee is of the opinion that Bulletin Number 11 was not
intended to deal with the question, and has been considering the
general question of the accounting by a parent for the income of a
subsidiary.
“Tentatively, the majority of the committee is of the opinion that
there is no substantial reason arising from the parent-subsidiary re
lationship for treating ordinary stock dividends differently when
the recipient is the parent than in the ordinary case of a stock divi
dend from an unaffiliated corporation.
“As to the second question, we hold with the inquirer that con
solidated earned surplus remains unchanged. We see no material
objection to the suggested footnote disclosure, although ordinarily
we would not consider it essential.
“The third question appears to us to become purely academic
under the conditions given.”
Second Opinion
“Despite the uncertainty created by the discussion in Accounting
Research Bulletin Number 11, it is believed that there is substantial
agreement among accountants that an ordinary stock dividend by
a subsidiary is not income to the parent.
“As to the second question, it is our feeling that a stock dividend
paid by a subsidiary company is by the consent and with the ap
proval of the directors of the parent company and therefore should
have the same accounting treatment on consolidation as a stock
dividend by the parent, i.e., the capital surplus will be increased
and the earned surplus correspondingly decreased. However, many
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accountants, in fact probably a majority, would disagree with us
and would feel like the propounder of the question, that consolidated
earned surplus remains unchanged. In most cases we think that
there would be support for a footnote if the surplus capitalized
was at all significant in relation to the consolidated earned surplus.
“The fact that the parent had always adjusted its carrying basis to
reflect its equity in the subsidiary would not change the answers.”

Should Parent Company's Statements
Reflect Undistributed Subsidiary Earnings?

A correspondent writes us as follows:
“One of our clients is a large manufacturing concern which has
an interest in a real estate subsidiary owning primarily warehousing
buildings of which the parent uses a considerable number. The
manufacturing concern also has interests in a few other less impor
tant subsidiaries. None of the subsidiaries, however, is significant
enough to come within the percentages stated by the SEC as re
quiring consolidation.
“The management does not want these corporations consolidated,
but the suggestion has been made that we take into the accounts of
the parent its share of any net profits from the operation of the real
estate corporation.
“Would you consider it right and proper that the parent should
take up any net profit or loss periodically, and how would you show
it on both the balance sheet and the profit-and-loss statement of the
parent company?
"While there is no such condition at present, it would be possible
that in the event of the subsidiary’s borrowing money for future
construction, the terms of the loan might provide for the freezing
of dividend payments during the life of the loan. Should the fact
that the subsidiary’s undistributed income could not be paid out as
dividends because of the loan restriction affect the decision as to
whether the parent should regularly take the subsidiary’s income
into its accounts?
“I do not think there is any subterfuge intended in connection
with this activity, and we are satisfied that there is no contingent
liability on the part of the parent corporation on the obligations
of the subsidiary.
“I think this is typical of the type of activity that we are running
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into more and more, and I would appreciate your point of view with
regard to the proper handling of such transactions.”
Our Opinion
It seems to us that a real estate subsidiary owning buildings
which are used by the parent should, in most instances, be in
cluded in consolidation. Undoubtedly the parent is paying rental
to the subsidiary, and the deal is not a complete arm’s-length
transaction. The company itself apparently wants the final result
of consolidation but does not want to go through the form of con
solidating. If they do want the same result they would get by con
solidating, it seems to us they should go ahead and consolidate.
It is possible they are proceeding on the basis that the two lines
of business are so different that consolidation might be out of order.
This reason is a valid one in some cases. For example, there would
usually be sound reason for refusing to consolidate a public utility
and a manufacturing company. On the same theory, some manu
facturing companies have excluded from consolidation their fi
nancing subsidiaries, as in the automobile field. However, where the
subsidiary is furnishing a substantial amount of warehousing to the
parent, we do not believe this argument that the businesses are
incompatible or uncomplementary would be valid.
There are companies which do take up the earnings of their
subsidiaries on their own books with the approval of their public
accountants. However, we think in most of these cases the income
is taken up by increasing the investment of the parent in the sub
sidiary but carrying the parent’s share of the earnings directly to
surplus and not permitting them to be included in the income of
the parent until they have been realized by a dividend. If this
procedure were to be followed, we would prefer that such sub
sidiary earnings be shown segregated from the parent’s retained
earnings and clearly designated as Undistributed Earnings of
Subsidiary.
We personally would be opposed to having the parent company
take up the earnings of the subsidiary in its own income statement.
The argument is often made in these situations that the parent
company can cause the dividend to be paid any time it chooses, and
therefore it should be allowed to take up the income when it is
earned by the subsidiary. This argument is effectively negatived, of
course, if loan restrictions preclude the payment of dividends by
the subsidiary. Furthermore, there must be a business reason for
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having two corporations, and unless the companies file consolidated
tax returns, there is the little matter of federal income tax on any
distribution. Accordingly, unless the parent is prepared to go all
the way in fully consolidating the real estate subsidiary, it seems to
us the time to include its income with that of the parent is when
the parent realizes it.

Utilization of Subsidiary's
Net Operating Loss Carry-Over

An accountant writes: "In our office, an accounting problem on
which several viewpoints have been given is currently under dis
cussion. I believe that the problem can be stated best by giving a
hypothetical situation, as follows:
"1. Corporation S is a wholly-owned subsidiary of Corporation P.
“2. During its first two years of operation (1949 and 1950), Corpo
ration S sustained a $200,000 loss each year.
“3. Corporation P, which had earnings in excess of $200,000 for
the years 1949 and 1950, filed a consolidated federal income-tax
return with Corporation S for each of these years.
“4. Since 1950, Corporations P and S have been filing separate
income-tax returns, and both have had profits for these years.
“Since the losses of Corporation S have been used taxwise by
Corporation P when filing consolidated returns, the benefits of loss
carryovers are denied Corporation S in the ensuing years. The net
result appears to be that the surplus of Corporation S is understated
and that the surplus of Corporation P is overstated. Admittedly,
there would be no effect on a consolidated basis.
"Our problem is this: Should there be an adjustment to the sur
plus accounts of these corporations to reflect more closely their
separate earnings? If so, how should the adjustment be computed
and what, if any, would be the tax consequences?
“We have discussed this situation with respect to wholly-owned
subsidiaries and with respect to subsidiaries having a small minor
ity interest whose interests would be affected, it seems, unless some
adjustment was made. If an adjustment was warranted, would it be
computed on the basis of what the subsidiary’s surplus would have
been had consolidated returns not been filed, or on the basis of the
tax savings to the parent, or on some other basis?”
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Our Opinion
In the type of situation described, adjustment of the accounts of
the respective companies is warranted and, in a case where there
is a minority interest, should be made in order to assure fairness to
the minority stockholders.
As to the accounting for these situations, practice is by no means
uniform. However, our own view is that, in the year of the con
solidated filing, the parent company should charge income with a
tax provision equal to the sum of ( 1 ) the estimated tax payable per
the consolidated return, and (2) the parent company’s best esti
mate of the reduction in taxes that would accrue to the subsidiary
in future years had its loss not been currently utilized by the parent.
The latter might be shown as a part of the charge for taxes or as
a special charge in the parent’s income statement; and on the liabil
ity side of the balance sheet, it would be shown separately from
the current tax liabilities to the government, and might be described
as a liability to subsidiary or as deferred taxes, as appropriate.
On the subsidiary’s books, if a refund or credit is given in the year
of the consolidated filing (as is sometimes done) the amount of re
fund or credit should be deferred and taken into the subsidiary’s
income account only when and if it is later determined that the
subsidiary would have benefited from a carry-forward if its loss
had not been utilized by the parent. Any portion of the deferred
credit in excess of an actual benefit that would have otherwise
accrued to the subsidiary, if it is not returnable to the parent,
should be regarded as donated surplus.
This procedure by the subsidiary is in accordance with the ac
counting presumption against anticipating “income” and is also
in harmony with paragraph 17, chapter 10(b), of Accounting Re
search Bulletin Number 43, which states that, in the case of a loss
carry-forward, “the resulting tax reduction should be reflected in the
year to which such losses . . . are carried.”
If a refund or credit is not given in the year of the consolidated
filing, the subsidiary would not make any entries in its accounts
until the credit is allowed. This would be in harmony with the
procedure that would be appropriate in the case of a loss carry-over
had the subsidiary filed an unconsolidated return.
W e believe these situations should be governed by the major
premise that, from an income standpoint, a subsidiary should not
be worse off by virtue of its being included in a consolidated return,
but neither should its income be increased merely because its
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parent utilized the subsidiary’s loss if, in any event, the subsidiary
would not have obtained a refund by filing separately. This bears on
the appropriate basis for computing the amount of any refund or
credit. In our opinion, any adjustment between the respective com
panies should not be measured on the basis of tax savings to the
parent but on the basis of what the subsidiary’s surplus would have
been had consolidated returns not been filed. This latter basis
should govern the extent to which the subsidiary should be made
whole.
As a matter of policy, we are not in a position to discuss the tax
aspects of the question. Perhaps we should say this much, however.
Although it is well known that accounting terminology as such does
not determine tax consequences, it might be well, from a caution
ary standpoint, to style any credit taken up on the subsidiary s books
as a tax “allocation” or “reduction” arising from the filing of con
solidated returns rather than as “income.” Even so, we are not pre
pared to say what position would be taken by the Internal Revenue
Service in the matter.

Recording Exchange of Stock for Stock

A correspondent puts this problem before us, asking our opinion
and preference as to permissible accounting treatments of a transac
tion involving an exchange of stock for stock:
“Corporation A has 100,000 shares of its capital stock issued and
listed on a stock exchange, although the annual trading in it is only
about 5,000 shares, or 5 per cent of the total issued stock. Corpo
ration A issues 10,000 additional shares of its capital stock to the
stockholders of Corporation B, in exchange for 100 per cent of the
stock of Corporation B in a tax-free exchange. At this point Corpo
ration B becomes a wholly owned subsidiary of Corporation A.
“At which of the following values should Corporation A’s invest
ment in Corporation B’s stock be carried on the unconsolidated
balance sheet of Corporation A?
“ 1. At the total market value of the 10,000 shares of Corporation
A’s stock which have been issued, calculated at the quoted market
value of Corporation A’s stock at the date of exchange? It must be
remembered that only 5 per cent of Corporation A’s total outstand
ing stock is traded in any one year. The value on this basis would be
the highest value of the three possibilities set forth here.
“2. At the book value of Corporation B at the date of exchange,
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which is also the value of Corporation B’s assets for tax purposes?
This value would be somewhat lower than the value in example 1.
“3. At the original cost value of Corporation B’s stock in the hands
of the former stockholders? This value would be extremely low since
the stock was acquired by the original stockholders a number of
years ago at a low value.
“I would appreciate your views on the best balance-sheet treat
ment of the above problem.”
Our Opinion
It is generally recognized that in the case of noncash acquisitions,
cost may be determined either by the fair value of the consideration
given or by the fair value of the property acquired, whichever is
more clearly evident (chapter 5 of Accounting Research Bulletin
Number 43).
In order to arrive at a fair value in the situation outlined, it
may be necessary to consider a number of bases of valuation. Each
of the three bases mentioned in this letter might be significant and
need to be taken into consideration as well as any other available
facts, such as any appraisal values of the assets of either corporation
which might have received consideration during the bargaining
process.
Although the quoted market price of the parent’s stock would
generally seem to offer a good criterion of fair market value, this
factor alone is not necessarily controlling, especially since trading
in the stock is so limited. Furthermore, the fact that additional shares
were issued by the parent might require some adjustment of the
previous per share market value of such stock, if that value is to be
used as a basis for valuing Corporation B stock.
Capitalization of the earnings of Corporation B would be another
possible basis of deriving a valuation for that corporation’s shares,
as might also be the book value of the shares of Corporation A’s
stock issued in exchange for the stock of Corporation B.
In view of all of the possible criteria of value and the fact that
we are not close enough to the situation you describe to be able to
appraise the reasonableness of using any specific basis, we do not
feel we can state a preference. The best solution, it seems to us, is
that the parties concerned shall, by the soundest criteria available to
them, determine the fair value of the stocks exchanged. The reason
ableness of the final result rather than the adoption of any particular
method of making the valuation is the important consideration.
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Treatment of Partners' Loans
in Balance Sheet

The following is our answer to a question recently asked by a
correspondent:
You ask for an “opinion as to when and under what circumstances
partners’ loans may be properly included in the proprietary section
of a partnership balance sheet.”
We are interpreting your phrase “included in the proprietary sec
tion” to mean merging the partners’ loans with their capital contribu
tions, for balance-sheet purposes. Although it is our understanding
that it is not unusual in practice to combine capital of, and loans
from, general partners in the balance sheet, it is our own personal
view that all partners’ loan accounts should be shown separately as
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a liability. The reader of the balance sheet has a right to know the
source, nature, and legal status of all obligations of and contribu
tions to the partnership.
In the interests of thoroughgoing clarity, we feel that when part
ners make additional contributions to the firm, there should be a
specific understanding as to whether such funds are to be considered
as additional capital or as loans to the partnership. In one case the
amount of the funds should be credited to the partner s capital
account (depending on the agreement, the profit-loss sharing ratio
might have to be recalculated); in the other case the partner’s loan
account should be credited.
W e would consider a separate balance-sheet showing of the lia
bility to be mandatory in all cases in which limited partners have
made loans of material amount to the partnership. This latter opin
ion is based on our understanding that loans made by limited
partners rank with those of outside creditors and prior to loans
made by general partners.

Rent Paid by Partnership to Partner

Answers to the following question were prepared by two practi
tioners:
"In the cases where partners rent out their own equipment to the
partnership, should rent expense paid by the partnership be treated
as an expense item and therefore deducted from profits before
distribution of net earnings, or be treated as a distribution of profits
the same as interest on capital?
"It is our understanding that the general consensus of accounting
authorities is that salaries paid to partners and interest on capital
invested are treated as though they were a form of distribution
of profit rather than as an expense. On the other hand, interest
paid on loans made by the partners to the partnership is treated as
an item of expense rather than a distribution of profits. It would
appear that rentals paid for the use of individual partners’ equip
ment should receive the same treatment as interest paid on loans
made by the partners to the partnership.”
answer no . 1 : If the amount of rent is comparable to that which
would be paid to an outsider in an arm’s-length transaction, it should
be treated by the partnership as an expense and not as a distribution
of profits.
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It would be advisable to disclose the amount of rent paid to
partners included in expenses in financial statements, if material.
answer no . 2: W e see no objection to the inclusion of rentals
paid for the use of individual partners’ equipment as operating
expense on the partnership books. Likewise, w e think it not ob
jectionable to include salaries of partners as expense along with
interest paid on loans made by the partners to the partnership. How
ever, all such items should be properly designated in the profit-andloss statement since the amounts thereof are not based on arm’slength agreements. It may be that the item of salaries, particularly,
would be rather arbitrary and not necessarily equivalent to the cost
of obtaining similar services from an employee.
O f course, all the foregoing items would be eliminated in the
preparation of the partnership income-tax return and would be con
sidered as distribution of profits to the individual partners.

Tax Liability in Partnership
Financial Statements

This question arose at a meeting of certified public accountants
and bank credit men:
“In the case of partnership operations, income tax is, of course,
borne by the individual partners; however, in many cases funds for
the payment of such taxes must be taken from the partnership itself.
Is it possible through footnote, by comment or otherwise, to make
an approximation of the amount of money which must, of necessity,
be withdrawn from the partnership for the payment of such taxes?”
Our Opinion
It is difficult for us to see how an auditor can express an opinion
regarding the amount of funds which will be withdrawn from a
partnership for the payment of individual partners’ income taxes.
Income taxes are not a liability of the partnership, but of the in
dividual. Consequently, the rates and amount of each partner’s tax
depend upon the personal income of the individual, a matter which
often, if not generally, is separate from the partnership. Although
the accountant may have a general knowledge of the sources of
income of the individual partners, he would not ordinarily be in a
position to express an opinion on the amount of their income taxes;
he usually does not make an audit of their personal affairs. More
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over, even if he did have this information, it is unlikely that he
would know what source of funds each will use to pay the taxes
and, hence, the amount of funds that may be withdrawn from the
partnership for this purpose.
In view of these uncertainties, it appears that all the accountant
can do in the usual case is to see that the reader of partnership
financial statements is put on notice regarding omission from the
statements of a provision for income taxes.

Sale of Partnership Interest to Outsider

We have been asked to express an opinion on the following prob
lem:
“Recently in connection with an examination of a partnership, it
developed that one partner (there being several others, also) had
sold his interest to a person not a member of the existing partnership
for a sum which is twice the book value of the retiring partner’s
interest in the business.
“What is the accepted method of entering such a transaction on
the records? Would the capital account of the retiring partner be
closed into the capital account of the incoming partner at the book
value? Or would some entry be made to show the excess payment
as goodwill? Or would the entire assets be increased by an item of
goodwill so that all capital accounts would agree in proportion to
the capital account of the incoming partner? Or, further, is there
some other generally accepted method of setting up such a transac
tion?”
Our Opinion
It is generally understood that when one partner’s interest is pur
chased by another and the payment to the retiring partner is made
from the private funds of the person making the purchase, the
balance in the capital account of the retiring member is transferred
to the account of the person purchasing the interest. This would be
true whether the interest was purchased by an existing partner or
by a newcomer.
In the situation you describe none of the assets of the partnership
itself were given up to the retiring partner. Accordingly, I do not
believe there is any need for recording goodwill in the partnership
accounts. It is the most common practice to record goodwill in the
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partnership accounts only where the withdrawal of a partner in
volves the use of the firm’s funds and the payment to such partner is
in excess of his equity.
Any gain by the outgoing partner due to a payment for goodwill
may properly be regarded as affecting only the individuals con
cerned. However, if the partners choose to use the transaction as a
basis for a revaluation of the partners’ equities and the setting up of
goodwill or revaluation of partnership assets, it is entirely proper
to do so on the ground that a new partnership is created.

Should Personal Obligation of Partner Be
Disclosed in Partnership Balance Sheet?

A correspondent writes: “Will you please give me an opinion
based on the following statement of facts:
“A and B were partners in the operation of a retail store. On
March 15, A died and Mrs. A continued with B in the partnership
until June 30, when B purchased the interest of A from Mrs. A,
executrix of the estate. B issued his personal note for $50,000 to the
estate of A in part payment of the interest, and on July 1, B and C
formed a new partnership.
“I had been engaged to determine the valuations for the sale of
A’s interest to B and to prepare an opening balance sheet for the B
and C partnership.
“The attorney representing the partnership insists that since the
note is an obligation of B, personally, it should not be shown as a
liability on the balance sheet of the B and C partnership, nor should
any mention be made of this liability in the transmittal letter.
“The purchase and sales contract between B and the estate of A
provided for a chattel mortgage to be given on the fixed assets to
secure the note for $50,000. Under this condition, I insisted on stat
ing this liability. Subsequently, the chattel mortgage provision was
eliminated, thus making the note an unsecured note.
“The attorney’s proposal is that the fixed assets, at approximate
book value of $50,000, be included in the assets division and that
B’s capital account be credited for this amount. As monthly pay
ments are made to retire the note, these are to be charged to B’s
capital account.
“The attorney has interviewed the principals of two national ac
counting firms who are quoted by him as stating that partners' per
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sonal liabilities have no place on a partnership balance sheet; since
this is B’s personal liability, no mention need be made.’ My con
tention is that inasmuch as partnership funds will be required to
retire the note (B has no outside sources of income and his stipulated
drawing account is inadequate to absorb both his personal expenses
and the note payments), I would be guilty of failing to disclose a
material fact (the net assets of the partnership, including the fixed
assets, amount to approximately $60,000), if I did not insist on
reflecting the liability in the balance sheet.
"As a member of the Institute, it was agreed between the attorney
and myself that your opinion be solicited and that we would be
governed by same.”
Our Opinion
After careful consideration of the facts as outlined, it is our opin
ion that the note should not be reflected as a liability in the balance
sheet of the new B and C partnership. However, since there is every
likelihood that funds of the new partnership will be utilized to retire
the note (in accordance with the attorney’s proposal), we believe the
rule of informative disclosure would require mention of that fact,
in a footnote to the balance sheet of the B and C partnership. If not
mentioned in a footnote, it should be mentioned in the auditor’s
report. In substance, the footnote should state that B is personally
obligated on a note in the amount of $50,000, given in acquisition
of a decedent’s interest in a predecessor partnership, and that the
present partners have agreed that monthly payments to retire the
note may be made from partnership funds, such payments to be
charged against B’s capital account, when and as made.
Thus, although we agree with the attorney and with principals of
the two national accounting firms that "partners’ personal liabili
ties have no place on a partnership balance sheet,” we take excep
tion to the proposition that "since this is B’s personal liability, no
mention need be made.” W e would go along with the latter view
only if there were no likelihood of serious depletion of partnership
assets in order to effect payment of the note. This seems dubious in
view of the statements made in the letter that “B has no outside
sources of income . . .” etc., that “the net assets of the partnership
. . . [are] approximately $60,000,” and that the note given by B to
the estate of A was "for $50,000” and “in part payment of the inter
est.” One fact not mentioned in the letter that might be of some
significance is the period of time over which the note must be retired.
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Incidentally, in our opinion, the fact that the fixed assets were
subject to a chattel mortgage would not ipso facto require that the
note be shown as a liability in the balance sheet proper. Of course,
the fact that assets of the company being reported on are subject to
charge or encumbrance should be disclosed, just as would be the
case with pledged assets, endorsements or guarantees given.

Disclosure of Partners'
Personal Obligations

“The partners of one of my clients,” writes a reader, “make fre
quent borrowings personally from friends of theirs and call them
additional capital contributions in the financial statements of the
partnership. When return payment is made to these friends, it is
made directly by the partnership and charged to the capital account.
Since the financial statements are used by the client for purposes of
bank borrowing, I am wondering to what extent I am required to
disclose on the balance sheet that there are certain personal bor
rowings credited to capital, inasmuch as the client insists that they
are their capital contributions and not to be shown as partnership
obligations.”
Our Opinion
In our opinion it is not incumbent on the independent accountant
to determine and disclose in the financial statements the sources of
capital contributed by individual partners to the partnership. We
believe the general legal rule is that a person is not a partnership or
a firm creditor unless value was given by him to, on the credit of,
or for the benefit of the firm. Hence, a person giving value to, on
the credit of, or for the benefit of an individual partner or partners
as individuals, as distinguished from the firm itself, is not a firm
creditor.
However, we feel the rule of informative disclosure requires that
a statement similar to the following be included either as a footnote
to the financial statements or in the independent accountant’s report
on them:
“No estimated liability for taxes measured by income has been
provided for in these statements since the partners pay income taxes
on their distributive shares of partnership profits only in their per
sonal capacities; and the extent to which assets of the partnership
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may be used to pay any such liability or any other obligations per
sonal to the partners, has not been determined.”
Language similar to this would seem to be particularly appro
priate in a situation such as that just described, and we believe
would be desirable disclosure in all reports involving partnerships
or individual proprietorships.
In our opinion, the foregoing language is sufficient to put a credit
grantor on notice to make further inquiry into the personal assets
and obligations of individual partners. Also, if a detailed statement
or reconciliation of partners’ capital is included with the financial
statements presented to a third party, it seems to us that the third
party should be in a position to raise appropriate questions after
analyzing the relationships between the beginning balance of invest
ment, additions thereto, deductions therefrom, and the closing bal
ance of investment.

S O L E P R O P R IE T O R S H IP S

What is Adequate Disclosure of Personal
Assets, Liabilities, of Proprietors, Etc.?

We recently asked a meeting of accountants for their views on
the question of what constitutes adequate disclosure of the fact that
not all the assets and liabilities of the individuals concerned are
reflected in the financial statements of proprietorships, partnerships,
and closely-held corporations. Although this is an important ques
tion to many members of the profession, there is very little au
thoritative literature on the subject. We believe the following
summary of the views of those present at the meeting should be
helpful.
Those present felt that each form of organization requires a dif
ferent treatment. It was the consensus that there is considerable
likelihood of misunderstanding in the case of proprietorships and
that, accordingly, in such cases a statement to the effect that the
financial statements do not include the personal assets and liabilities
of the proprietor should be included with the financial statements.
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They felt that the chances of misunderstanding are less in the case
of partnerships; that people are more likely to think of a partner
ship as a separate entity. Thus, it was their opinion that, while a
statement similar to that described for proprietorships would be
desirable in the financial statements of a partnership, it is not as
essential. However, it was the consensus that there should be in
cluded with the financial statements a note to the effect that no
provision has been made for personal income taxes of partners
which may be paid from partnership assets, when that is the case.
Those present were unanimously agreed that no statement would
be needed in the case of a closely-held corporation. They felt that
the limited nature of corporate financial statements is so well under
stood that mere disclosure of the fact that the business was organ
ized in the form of a corporation is sufficient.
There was some discussion of whether disclosure should be made
of the fact that the holdings of certain individuals having interests
in a closely-held corporation might have to be acquired by the
corporation upon their deaths in order to permit the payment of
inheritance taxes. However, it was felt that such disclosure is not
only not essential but might not even be desirable, because of the
difficulty of trying to draw a line between this item and other
possible contingencies.
Reports on Proprietorships

Accountants who perform auditing services for proprietorships fre
quently encounter problems in reporting which cannot be readily
solved by applying practices which are common in dealing with
other forms of organization. Such a problem came to our attention
recently in an inquiry as to whether it is accepted practice to furnish
financial statements covering a single-proprietorship business when
the proprietor has substantial assets which he does not consider a
part of the business and, if so, what disclosures should be made. Our
correspondent also asked whether accepted practice requires the
expression of opinions, or the disclaimer thereof, on financial state
ments of individuals.
Our Opinion
The second question is the easier to answer. Statement on Audit
ing Procedure Number 23 (Revised)1 is not restricted to the financial
1 See Codification of Statements on Accounting Procedure, pages 18-20.
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statements of any kind of business organization. In our opinion, it
applies whenever the accountant permits his name to be associated
with financial statements whether they be statements of corpora
tions, partnerships, single proprietorships, trusts, or other operating
units.
Most practitioners do not very often meet the question as to
whether or not it is appropriate to furnish financial statements for
a business which is a single proprietorship, that do not include
all of the assets of the proprietor. However, it is sufficiently common
that we think it can be said that it is an accepted practice to furnish
such statements and that the disclosures involved are fairly well
recognized.
In the first place, if the business is being operated under a name
which does not clearly indicate that it is a single proprietorship, for
example, “The Beau Brummel Haberdashery,” we think it would be
necessary under the heading of the statement to parenthetically
indicate that it is a single proprietorship operated by Mr. John Doe.
Then, either in a footnote or in the auditor’s report, and we
would prefer the former, we believe there should be a clear-cut
statement to the effect that the financial statements do not disclose
other activities or assets of the proprietor or the amount of the in
come taxes attributable to the income reported for the business in
question.
It is generally conceded that one cannot, in order to furnish the
financial statements of a business unit, undertake to audit the total
affairs of the individual. Furthermore, the auditor is in no position
to certify to the amount of the taxes attributable to the income from
the business unit being reported upon. It may, of course, be neces
sary for the proprietor himself to furnish a credit agency or some
specific credit grantor information regarding his other assets, other
sources of income, income taxes, etc., but these are not the re
sponsibility of the auditor and should not be covered by his report.

Is a Proprietor's "Salary" Cost?

Recently we were favored with copies of some interesting and
well-considered correspondence between a professor of accounting
and one of his former students who is now a partner in a public
accounting firm. The pertinent parts of it deal with one phase of a
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problem which, in its broader aspects, seems to be of considerable
interest among a good many local practitioners.
The former student had written as follows:
“A man operates a manufacturing plant as a sole proprietor, ac
counting for his contracts and miscellaneous jobs by accumulating
the costs of material, labor, direct expense, and overhead, and ap
plying same to work-in-progress. For the purposes of making his
statements comparable with others in his particular industry ( such
as corporations which pay salaries to officers), he arrived at what
we will assume is a reasonable salary allowance of $30,000.00 for his
services. This salary allowance was entered on the books by charg
ing owner’s salary and crediting a salary allowance account in the
proprietorship section of the general ledger. The salary was included
as an expense in the overhead of the operation and applied to the
various jobs on the basis of labor-hours.
“At the end of the year, $10,000.00 of this salary was a part of the
overhead included in the inventory of work-in-progress, and $20,
000.00 had been applied to completed contracts. The inventory of
work-in-progress was shown on the balance sheet as one lump-sum
amount and included labor, material, direct expense, and overhead
applied (which included the $10,000.00 salary). The reconciliation
of proprietorship was reflected as shown in Exhibit I, below.
“The very practical reason why this treatment was misleading to
me was that in preparing the taxpayer’s income tax return, I was led
to believe by the statement and the accountant preparing the state
ment that the taxable profit was $70,000.00. In the body of the re
port, the following statement is made: ‘The Profit and Loss Statement
. . . shows net profits from operations for the year ended December
31, 1953, of $40,000.00 after having deducted salary allowance to
the owner-manager of $30,000.00.’ Further on in the report, the
statement is made that the ‘total net profit for the year 1953 of
$70,000.00 including salary allowance) less total withdrawals of
$25,000.00 leaves a net worth balance of $95,000.00 on December
31, 1953.’ The opinion section of the report reads: '. . . opinion, and
subject to the above letter, the accompanying Balance Sheet and
Profit and Loss Statement fairly present the financial position of
. . . as of December 31, 1953, and the results of its operations for
the year then ended.’
“Now, if we recognize that the net profit (including salary allow
ance) was actually $60,000.00 and not $70,000.00, inasmuch as only
435

Unincorporated Businesses

$20,000.00 of the salary allowance has been reflected on the income
statement, we must conclude that the $10,000.00 of salary that has
been applied to inventory of work-in-progress at the balance-sheet
date is there by virtue of a credit to proprietorishp for an equal
amount.
“Is there any justification under accepted accounting principles
for such treatment of an owner’s salary allowance? Arguments have
been advanced to me, inasmuch as the owner’s time and efforts are
valuable and that the salary allowance is a reasonable allowance for
those efforts, that the charges to operations and inventory of work-in
progress is a proper charge; that it places the proprietorship on a
basis comparable to that of a corporation that would have to pay a
salary to its manager; and that it reflects a true ‘cost’ of operations. It
was even suggested to me that, if overhead (which would include
an owner’s salary allowance) were applied to building construction
of the plant, such amount of the owner’s salary as was included
therein would be a proper basis for depreciation—accounting-wise,
not income taxwise. It has also been suggested that so long as the
facts are fully disclosed in the report letter, and by footnote to the
balance sheet, it may be acceptable accounting procedure, assuming
the resulting liability was properly reflected in the liability section,
possibly under ‘other liabilities.’
“The thing that is particularly disturbing to me is that there is an
overstatement of assets, or at least an inclusion of a dollar value in
the assets (the $10,000.00 of owner’s salary) that is not the result of
an expenditure—there is no disbursement of cash or the incurring of
a liability. If we were to follow this approach, the financial posi
tion would be predicated on an individual’s valuation of his
services. Needless to say, this would be the basis of much dis
cussion and possible disagreements. Furthermore, necessity of sepa
rate disclosure is to me equivalent to deviation from generally
accepted accounting procedures and/or inconsistency with prior
periods.
“I think that this gives you the picture. The question in a nutshell
is whether it is acceptable accounting procedure to include on the
balance sheet as an asset provision for an owner’s salary allowance,
and if so, under what conditions? I might add that we very often
reflect an owner’s salary allowance on the income statement and
restore it in the reconciliation of net worth (proprietorship), but to
my knowledge never have we included any part of such salary as an
increase to the assets.”
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I

Mr. X, Proprietorship, January 1, 1953

Add: Net Profit for year 1953
Owner’s salary allowance

$50,000.00
$40,000.00
30,000.00

70,000.00

Less: Drawings, 1953

(25,000.00)

Mr. X, Proprietorship, December 31, 1953

$95,000.00

Reply to Student
The professor replied as follows:
“Clearly, as you indicate, there has been a debit to inventory and
a credit to proprietorship of $10,000 included in the total $70,000
reported as net income for the year. I doubt that any proprietor
would want to pay income tax on this and I also doubt that it can
properly be regarded as a part of accounting income. While possibly
the owner’s services may have contributed to ‘value’ of inventory
under some definitions, for accounting purposes inventory value is
based on cost, and by cost we mean, generally speaking, outlays to
third parties in arm’s-length transactions. This general rule is based
on the very practical problem you mention—the absurdity of per
mitting a proprietor to run up his assets and his profits solely by
increasing a ‘salary’ to himself.
“A statement quoted from the report indicating net profits from
operations of $40,000 ‘after having deducted salary allowance to the
owner-manager of $30,000,’ is false, inasmuch as only $20,000 was
deducted from profits, the other $10,000 having been removed from
the cost of sales expense deduction by including it in ending in
ventory valuation.
“Following the same reasoning, I don’t think the opinion section
of the report was proper inasmuch as I would not agree that the
balance sheet and profit and loss statement ‘fairly present the finan
cial position’ in accordance with generally accepted accounting
principles. I might add further that the qualification ‘and subject to
the above letter’ comes close to being a violation of Statement 23
in my mind, nor do I like the omission of ‘generally accepted ac
counting principles’ and also of the reference to consistent applica
tion thereof, in the opinion you quote.
“So, you see, based on the facts of your letter and without the
benefit of further discussion or of specific research on the problem, I
am wholly inclined to agree with your conclusion, which I gather is
not in agreement with the procedure described.
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“It should be noted further that ordinarily we do not capitalize
in inventories (or fixed assets, for that matter) top executive com
pensation, even in cases where such executive is clearly an employee,
although there are appropriate exceptions to this rule.
“One instance that does occur to me in which the described pro
cedure might be correct would have to do with cost-type contracts
with government or other agencies. In such a case, if the full $30,000
salary were specifically or practically being allowed under the con
tract and were chargeable in part or in full to inventory, then the
inventory is somewhat in the nature of an account receivable al
ready, with a value inclusive of the provision for owner’s salary,
which is, however, presumed to be arrived at by arm’s-length bar
gaining, and in such case the asset valuation would be correct and
it would be proper to take the amounts of owner’s salary chargeable
to the contract, including amounts chargeable to inventory, into
income. Nothing in your letter, however, indicates that this is the
case here.
“Ordinarily I think it is desirable to place a reasonable value on
owner’s or partner’s services for purposes of comparison with corpo
rate enterprises. On occasion it is also proper to recognize such
‘salaries’ in the accounts though the credit is always to a capital
account, never to ‘other liabilities.’ I have never before encountered
the problem of capitalizing such overhead in inventory, probably
because top executive salaries are rarely so classified anyway, as
above mentioned.”
Our Opinion
Our own views are in complete agreement with those stated in
the reply quoted above, except that we cannot subscribe to the
position taken in the next-to-the-last paragraph, or, if we understand
it correctly, to the generalization in the second sentence of the last
paragraph.
The procedures followed in the case under discussion, it seems to
us, are contrary to generally accepted principles of accounting, not
only with respect to the treatment of inventory but also in the de
termination of net income from the completed sales. In a proprietor
ship, amounts treated by the proprietor as “salary” are purely arbi
trary and, in our opinion, do not represent costs or expenses of the
business from an accounting standpoint.
For statistical and comparative purposes there are often good
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reasons for adding an amount to costs to show what they might have
been if someone had been hired to do the work of the proprietor,
but the results are still hypothetical. Who can say what either the
salary or the profits would have been if someone other than the
owner had been hired to run the business? And who can say what
salary the owner would have been paid for an equivalent job in an
arm’s-length deal?
It seems to us there is no practical way in which to determine
how much of a proprietor’s income should be allocated to the various
services which he renders to the business. What part is for furnish
ing the capital? How much is for labor and management? And how
much is return for the risk he has taken? Even if such divisions
could be made, it is not clear why one should be treated as a cost
any more than the others. Whatever an owner’s income, from a sole
proprietorship business, we believe that is the net income of the
business and no part of it should be included among the costs of the
business for general accounting purposes.
Statements which include an amount for the proprietor’s "salary”
may be quite appropriate for special purposes but, in our opinion,
they should never be presented in such a way that the reader might
be led to believe that they purport to "fairly present” either “the
condition of the business” or “the results of its operations.” Accord
ingly, in preparing a statement of costs to be used as a basis for
settling claims under a government contract, we would consider
it appropriate, in the circumstances outlined, to include the agreed
amount of the proprietor’s so-called salary; however, we believe
such a statement should plainly disclose that it is primarily de
signed for the purpose of helping to determine the amount of the
selling price under the contract. It should have no effect upon the
determination of the cost to be reflected in the accounts and in
the ordinary financial statements.
In view of our high regard for the opinions of the author of
the reply quoted above, we are somewhat puzzled by the proposal
that, in the situation outlined, the proprietor’s “salary” might be
included as part of the cost of the inventory on the grounds that
the inventory is, in effect, a receivable. It seems to us that either
the asset is properly classified as inventory, in which case only its
actual costs should be included, or it is a receivable, in which
case the full selling price should be reported and the entire profit
taken up, not just the part attributed to the proprietor’s “salary.”
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Effect of Partner's Retirement Upon
Net Assets of Succeeding Proprietorship

A question submitted by an accounting practitioner together with
answers prepared by two public accounting firms as well as our
own comments are presented below not only because the question
itself has a practical interest but because the answers illustrate
strikingly how differing but reasonable views may be arrived at in
certain instances when judgment is independently applied to a
limited set of accounting facts. The answers further illustrate the
important role necessarily played by assumptions in making account
ing decisions when the complete facts are not available.
The Question as Submitted
“A and B are partners each having an interest of $500,000 in the
net assets of A & B Co. The net assets are made up of the usual cash,
accounts receivable, plant and equipment, accounts payable, etc.
“They decide to dissolve the partnership as at December 31,
1949, on the following terms:
“ (1 ) A sells interest to B for $400,000 plus one-third of the
1950 net profit.
“ (2) Payment is made by a series of 20 notes in the amount of
$20,000 each, maturing at monthly intervals. These notes are to be
signed by B’s wife as well as B.
“The following questions arise in setting up the books of B, who
is going to operate as a sole proprietorship:
“ (a) What is the amount of the net assets of B—$500,000, $900,000,
or $1,000,000 (the notes will probably be paid from business
funds)?
“ (b) If $500,000 after setting up the notes payable of $400,000,
how would the other $100,000 reduction in net assets be accounted
for?
“ (c) If $900,000 without setting up the $400,000 notes payable,
would a footnote covering the $400,000 contingent liability be
satisfactory? Also how would the $100,000 reduction in net worth
be accounted for?
“ (d) If $1,000,000, would the $400,000 notes payable have to be
covered by a footnote?
“ (e) Under any circumstances, is a footnote necessary to cover
the liability for one-third of the net profits of 1950?”
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Supplementary Information
In a further letter the questioner stated that the “liquidation
value” of the partnership had been estimated by the partners to
be $800,000, that this was the basis for establishing the $400,000
notes payable to A, and that one-third of the estimated 1950 profits
was deemed to represent the value attaching to the retiring part
ner's share of the partnership goodwill.
The questioner also said: “If we are to credit the assets, what
assets are we to credit inasmuch as we have no basis for crediting
specific assets?”
The correspondent’s parting question was: “If a third party were
buying the interest, there would be merely a substitution of his
interest for that of the retiring partner. W hy can’t the same thing
be done here, with the contingent liability shown in a footnote?”
The original question together with the additional facts given
above were submitted to two public accounting firms.
answer no . 1 : Regarding the accounting results in the case where
two partners each have an interest of $500,000 in the net worth of
a business and one partner buys out the other for the sum of $400,000
(payable in 20 serial notes of $20,000 each) plus one-third of the
succeeding year’s net profit. . . . In view of the statement in the
letter that the “liquidation value” of the partnership had been esti
mated by the partners at $800,000 and that this was the basis for
establishing the selling price of the retiring partner’s interest, it seems
necessary to assume either that the net assets of the partnership
amount to $1,000,000 on a going concern basis or that there is good
reason for restating the net assets at the lower figure at the time of
the change in ownership. I shall make the former assumption in my
reply.
There seem to be two alternatives for recording the notes aggre
gating $400,000 which B is to give to A in the purchase of the latter’s
interest. On one basis, which seems the more logical inasmuch as
the letter states that the notes will probably be paid from business
funds, it may be desirable to record the notes as a liability of the sole
proprietorship. If this is done the sole proprietor’s accounts would
show the previous partnership net assets of $1,000,000, notes pay
able of $400,000, and B’s capital would be $600,000. The addition
to B’s capital comes about from his purchase of A ’s interest at a cost
which is $100,000 less than the net assets represented by such
interest. The other alternative would be for the notes to be the per-

441

Unincorporated Businesses
sonal o b lig a tio n o f B u n rela ted to th e sole p roprietorship an d in this
ca se it w o u ld seem th a t th e n e t w o rth o f B in th e p roprietorship
w o u ld b e in creased as a resu lt o f th e p u rch ase to $1,000,000, th e
co m b in e d n e t w o rth o f th e tw o partners befo re th e p u rch ase since
n o c h a n g e takes p la c e in th e business as a result thereof.
U n d e r either m e th o d o f h a n d lin g th e transaction it w o u ld ap p ear
n ecessary for th e accou n ts o f th e business to carry a fo otn ote to th e
e ffe c t th a t on e-th ird o f th e n e t profits o f th e y e a r 19 5 0 d o n o t accru e
to th e o w n er b u t m u st b e p a id o u t to th e form er partn er as the
b a la n c e o f th e p u rch ase p ric e for his interest. I t w o u ld also b e m y
o p in ion th a t unless B is a m an o f co n siderable su bstan ce th e accoun ts
o f th e proprietorship sho u ld carry a fo otn ote u n d er th e seco n d m eth o d
sta tin g, in su b stan ce, th a t th e o w n er o f th e business an d his w ife are
jo in tly o b lig a te d for th e notes issu ed in acqu isitio n o f th e interest
o f th e retirin g p artner, th a t th ese notes w ill p r o b a b ly b e p a id from
assets o f th e b u siness an d s ta tin g a n y fa cts as to p le d g e o f assets o f
th e b usiness for su ch p a y m en ts as m a y h a v e b ee n a g r e e d u p o n in th e
o rigin al p u rch a se contract.
answer no . 2 :

O u r answ ers to th e listed questions are as fo llo w s:

(a )

T h e n e t w o rth o f B is $500,000.

(b )

T h e $10 0 ,0 0 0 red u ctio n in n et w o rth w o u ld b e a p p lie d as

a red u ctio n o f th e co st o f th e ap pro priate asset or assets. T h e basis
u p o n w h ic h partners A a n d B estim ated th e “liq u id a tio n v a lu e ” o f
th e partn ersh ip to b e $800,000 shou ld s u p p ly th e d a ta n ecessary to
determ in e w h ic h asset or assets should b e red u ce d .
(c)

N o an sw er n ecessary.

(d ) N o an sw er n ecessary.
(e) A

fo otn ote w o u ld b e req u ired to a n y b a la n ce sh eet o f the

sole p roprietor, in d ic a tin g th a t th e term s o f th e sales a g ree m en t w ith
A p ro v id e for p a y m e n t to th e latter o f on e-th ird o f th e n e t profit for

1950 .

Our Opinion
The answers above aptly illustrate the differing accounting effects
which may result depending on the facts available and the assump
tions made in the absence of other controlling facts.
Without discussing, for the time being, the treatment of B’s
liability for one-third the 1950 profits, it seems to us that considera
tion might well be given to six possible amounts as representing
the net assets of B, depending upon (1) the assumptions adopted
and (2) whether funds within the business are or are not to be
used in paying off the notes.
Where the notes payable are not to be liquidated out of business
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funds, net assets of $1,000,000 would result if it is assumed that such
amount represents a sound going-concern value which should be
retained from the partnership books; net assets of $900,000 would
result if the difference between the book value of A’s interest
($500,000) and the amount of the notes given therefor by B ($400,
000) is used to adjust specific assets on the proprietorship books;
and $800,000 would result if it is argued that the previous carrying
values for the net assets should be written down to $800,000, since
that amount presumably represents current values at the date of
dissolution of the partnership.
On the other hand, where the notes payable are to be liquidated
out of business funds, a figure of $600,000 for the net assets of B
would be obtained if the primary alternative suggested in the first
answer above is adopted; $500,000 would result if the second an
swer above is followed; and $400,000 would be the result if original
carrying values for the net assets of the partnership are first to be
scaled down to $800,000, the amount established as a basis for
negotiations between the partners, and then further reduced by
substituting the $400,000 liability on notes payable for A’s $400,000
interest.
As previously mentioned, in order to go along with the result
of $600,000 one would have to assume that the notes are to be paid
off with business funds and that the $1,000,000 of net assets as
shown by the partnership books represents a sound going-concern
value, and further contend that by substituting a $400,000 obliga
tion for the retiring partner’s recorded interest of $500,000 a valid
increase of $100,000 in the interest of the remaining partner (now
a sole proprietor) can come about. Such an increase might be
reasoned from the analogies of treasury stock purchased and re
tired at less than book value in corporate accounting, gains credited
to capital or “surplus” accounts upon forgiveness of debt, or the
occasional treatment of “negative goodwill” arising from a fortunate
purchase as a part of capital in consolidated accounts. Also, a gain
of $100,000 in the recorded interest of B might be argued on the
assumption that a gift was being made by A. However, we would
not carry the above analogies too far. The facts here are that the part
nership has been dissolved and a new accounting entity, the
proprietorship, exists whereas in the treasury stock example the
corporate entity persists throughout the transaction. Furthermore,
all that B has ever contributed to the business enterprise as reflected
by the books is $500,000. We tend to think that B’s purchase of
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A’s interest at $100,000 less than its recorded value leads to a
presumption against the soundness of retaining the recorded book
values.
A figure of either $800,000 or $400,000, on the basis of a different
reasoning, might be considered to represent the proprietorship net
assets, depending, of course, on whether the notes are or are not
to be paid off with business funds. Such a view would proceed, it
seems to us, on the assumption that the $800,000 amount used as
a basis for the negotiations actually approximates current values,
that the going-concern value of $1,000,000 has been permanently
impaired, and that the dissolution of the partnership upon A’s re
tirement and the establishing of the proprietorship is a convenient
time to effect a restatement of the net assets. We would subscribe
to this view only if the going-concern value is actually impaired.
Our own inclination is to prefer a figure of either $900,000 or
$500,000, as in the second answer above. This would be the result
if the difference between A’s interest ($500,000) and the amount
of the notes given therefor by B ($400,000) is used to adjust the
carrying values of specific assets on the books. Such an adjust
ment would be in order if the partners in their actual negotiations
leading to a price of $400,000 for the retiring partner’s interest
discounted the book values of specific assets to the extent of $100,
000.
Perhaps this part of the discussion should not be left without
our stressing again that the several results described above are not
due to the employment of different accounting concepts but to the
necessity for assuming facts which have not previously been deter
mined. For column purposes, which we conceive of as being educa
tive and informative in character, it is frequently necessary to discuss
a question by making assumptions as to unascertained facts. This
is a luxury which we can indulge although we do not like to do so.
However, it is the responsibility of the independent accountant while
actually on an engagement to elicit all the pertinent and controlling
facts surrounding a transaction in order to determine the soundest
accounting treatment. The above question, answers, and discussion,
we think, illustrate the importance of this.
It will be observed that both answers above indicate a footnote
disclosure in the balance sheet of the proprietorship should be
made with respect to B’s liability to A for one-third of the 1950
profits. Although we have no quarrel with this treatment, there is
the feasible alternative of showing one-third of the estimated
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profits for 1950 as a liability on the proprietorship balance sheet and
showing a corresponding amount as goodwill. Since the goodwill
represents purchased goodwill there would seem to be no great
objection to recording it. However, if the proprietorship is a per
sonal service type of business, an objection to the recording of
goodwill would be well taken.

How to Present Interest in Partnership
in Balance Sheet of an Individual

The answer to the following question was prepared by a repre
sentative of a public accounting firm:
“What is the proper manner of showing on the balance sheet of
an individual the amount of his interest in a partnership? The
specific case in mind is of an individual operating in his own name
one business, owning several other pieces of rental property not con
nected with the business, and, in addition, owning one-half interest
in another enterprise operating as a partnership. Prior to the or
ganization of the partnership, the balance sheet included the assets
of the individually owned business and, separately identified, the
rental property, with the net worth shown as one amount.
“It would appear that the investment in the partnership should
be shown as one item since the assets belong to the partnership
rather than to the individuals, and that the information regarding
the obligations of the partnership for which the individual could be
come personally liable should be shown, perhaps as a footnote to
the balance sheet. The question remains as to the valuation to be
placed on the partnership interest in the individual’s balance sheet,
considering the possibility of substantial increases in partnership
net worth over the original contributions through earnings and
considering possible differences in fiscal years between the part
nership and the individual.”

Answer : At the very outset, it should be stated that the auditor
will encounter many difficulties in attempting to verify the financial
position of any individual as such. In many cases, it will be impos
sible to give an overall certificate as to the financial position of an
individual without incurring an unwarranted risk. This is primarily
because of the difficulty in determining all of the liabilities both
direct and contingent of any particular person. An auditor, however,
can examine and form an opinion as to financial facts relating to
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the business or professional activities of an individual as would be
the case where he acted in the capacity of a single proprietor of a
business or as a member of a professional or business partnership.
It would, of course, be necessary in these cases that proper books,
records, and controls be maintained. An unincorporated business
or partnership does not incur federal income taxes. The liability for
such taxes is the liability of the sole proprietor or the members of
the partnership and, therefore, any opinion as to the financial posi
tion of the business or the partnership would need a reference to
the fact that liabilities of this nature were not included and the
reason for their exclusion.
If an individual presented a balance sheet for any purpose, he
should, of course, include his equity in the net assets of the part
nership of which he was a member. This would necessarily include
his share of capital as well as earnings which he had not withdrawn
at the date of his statement. It is required that the basis for the
valuation of any asset be given unless the valuation is implied in the
nature of the asset itself. In the case where the individual includes
his net equity in a partnership on his balance sheet, it would seem
advisable to submit a balance sheet of the partnership. This is par
ticularly true if the assets include real estate, inventories, or any
other assets, the bases of valuation of which should be disclosed.
An auditor, of course, could make an examination of the partner
ship and certify to the assets and liabilities of such a partnership.
We do not believe that it would be necessary to indicate on the
balance sheet of the individual that a partner is personally liable
for the debts of the partnership, provided those debts are taken into
consideration in determining the equity of the person and provided
any contingent liabilities of the partnership are disclosed.
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Fraternal Organization Statements

Recently, one of our readers wrote us criticizing a report on a
fraternal organization in which the financial statements were pre
pared on a cash basis. In particular he pointed out that dues pre
paid for the subsequent year are taken into revenues when received
although they will be needed to help defray the next year’s ex
penses. He felt that they should be shown as deferred revenues.
Our Opinion
The question here, it seems to us, is whether or not accrual-basis
statements would be more useful to the officers, directors and mem
bers of the fraternal organization than would cash-basis statements.
Ordinarily, of course, we would favor the accrual basis, and we are
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inclined to favor it in this case, but we would not be overly critical
of the cash basis if it is likely that the most important considerations
to the users of the statements are to know what funds were received
during the year, and how they were spent. Certainly the accrual
basis gives a better picture of the financial position and results of
operations of the organization, but that may not be the most signif
icant information. As an alternative, it might be advisable to prepare
accrual-basis statements supplemented by a statement of source and
application of funds.
We believe the only way of finding out what kind of a report
would be most useful for this kind of an organization would be to
sound out those who will use it. If the cash basis is used, however,
and if the statements omit any material assets or liabilities, the
conventional auditor’s report would not usually be appropriate.
In such cases we believe a specially worded report should be pre
pared disclosing such omissions and avoiding references to financial
position, results of operations, or to conformity with generally ac
cepted principles of accounting.

Patronage Refunds or
Assessment of Losses in a Cooperative

On behalf of a reader we asked three accounting firms this ques
tion:
“The local cooperative distributes its product under contract
through another cooperative, whose members are all cooperatives.
The distributing cooperative operates on a calendar-year basis, and
the local cooperative operates on a fiscal-year basis. The local
cooperative is not always advised of additional earnings or losses
until paid in cash or cash is demanded for loss as long as fourteen
months after their fiscal year ends. The local patron of the year in
which the additional income was earned, not the patron of the
year in which paid, is the local patron to whom the earnings relate.
The question is whether these credits may be taken up as income
in the year the cash or other specific evidence of earnings is received
from the distributing cooperative and distributed to the local
producer patrons for that year, or whether it is mandatory that they
should be distributed to the patrons of the year to which the credit
pertains. The credits vary in amount and are never substantial
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amounts for each of the local producer patrons, but are often sub
stantial to the patrons as a whole.”
answer no . 1:

T h is in q u iry deals w ith one o f th e m o st p erp lex in g

pro b lem s in v o lv e d in th e taxation o f p atro n age refu n d s p a id

by

co op eratives. A lth o u g h there is a m a z e o f rulings, th ere is n on e o f
w h ic h w e k n o w th a t p re c ise ly co vers this situation. T e c h n ic a lly , th e
ad d itio n al m argins sh o u ld b e cr e d ite d to th e p atrons o f th e y e a r to
w h ic h th e y a p p ly rath er th an th e y ea r in w h ic h th e y are receiv ed .
H o w e v e r , th a t is n o t a lw a y s fea sib le, a n d w e k n o w o f in stan ces w h ere
this is b e in g h a n d le d in o n e m an n er an d oth er in stan ces w h erein
it is b e in g h a n d le d in another m anner. W e b e lie v e th e Com m issioner
o f In tern al R e v e n u e is m ore co n ce rn ed w ith co n siste n cy o f p ra ctice
here, ju st so lo n g as th e a d d itio n a l m argin s are u ltim a te ly ta x e d to
th e lo ca l patron. W e b e lie v e it w o u ld b e en tire ly p roper for th e
lo c a l co op eratives

to take th e ad d itio n al m argin s as reven u es

in

th e y e a r in w h ic h re c e iv e d an d p ass th em on to th e p atrons o f th at
y ea r in this p articu lar in stan ce, in v ie w o f th e statem en t m a d e b y
th e inquirer th a t “ th e credits v a r y in am o u n t an d are n ev er sub
stan tial am oun ts for e a c h o f th e lo ca l p ro d u cer patrons, b u t are
o fte n su b stan tial am ounts to th e p atrons as a w h o le .”
T o su m m arize our opinion, w e b e lie v e th a t w h ile it is te ch n ica lly
p ro per to allo cate th e ad d itio n al m argin s or th e assessm ent for losses
to th e p atrons o f th e lo ca l in th e y e a r in w h ic h th e transactions out
o f w h ic h th e y arose occu rred, w e re c o g n iz e th a t it is n o t a lw a ys
fea s ib le to do so a n d it w o u ld b e p e r fe c tly p roper to ta k e u p such
item s as ad d itio n al reven u es or losses in th e y e a r in w h ic h r e ce iv e d
a n d attrib u te th em to th e patrons o f th e lo ca l o f th a t year, so lo n g as
th e p ra c tic e fo llo w ed , one w a y or th e other, is co n sisten tly a p p lie d
y e a r in a n d y e a r out.
answer no .

2: I t seem s to m e th a t this q u estio n r e a lly consists o f

tw o parts. T h e first is w h e th e r or n o t th ese credits are to b e tak e n u p
as in com e b y th e lo c a l c o o p erativ e in a certain fiscal year; an d the
oth er is to w h o m th ese credits sho u ld b e d istrib u ted —to th e patrons
o f th e y e a r in w h ic h ea rn ed or to th e p atrons o f th e y e a r in w h ich
th e earn in gs are d istrib u ted or decla red , in ca se th ese are different
fiscal yea rs o f th e co o p erative.
M y an sw er to th e first qu estio n is th a t I b e lie v e th e credits to th e
lo c a l co o p erativ e sh o u ld b e ta k e n u p as in com e b y th e lo ca l co op era
t iv e in th e y e a r in w h ic h re c e iv e d or d e fin itely ascertain ed. T h e
seco n d q u estio n as to distribu tion to patrons, it seem s to m e, is a
le g a l qu estio n w h ic h sh o u ld b e d e c id e d on th e basis o f th e charter
an d b y la w s o f th e co o p e ra tiv e a n d th e a p p lica b le la w s o f th e state
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in w h ic h th e co o p erativ e is d o m iciled . T h is , I b e lie v e , is a qu estio n
fo r a c o m p e te n t atto rn ey to d e cid e.
answer no . 3:

In th e n o rth w est section o f th e U n ite d States, it

ap pears to b e th e p ra c tic e to h a v e su ch earn in gs d istrib u ted to th e
patron s o f th e y e a r to w h ic h th e cred it pertains. A n a c co u n t ca lled
“ 1 9 4 9 U n d is trib u te d M arg in s,” for exam p le, is set u p to ta k e care
o f all earn in gs a n d later ad ju stm en ts for th a t year. D istribu tion s are
m a d e to th e p atrons soon after th e e n d o f 19 4 9 , o f p a rt o f th e 19 4 9
U n d is trib u te d M arg in s, le a v in g a su b stan tial b a la n ce to ta k e care o f
p o ssib le later ad ju stm en ts. T h is qu estio n ap pears to b e one regard in g
tax -e x e m p t co op eratives. T h e in co m e-tax cases should b e stu d ie d
c a re fu lly in this co nn ection. I t is q u ite p ro b ab le th a t th e In tern al
R e v e n u e D e p a rtm e n t w o u ld h o ld th a t th ese credits sh o u ld b e d is
trib u te d to th e p atrons for th a t y ea r to w h ic h th e cred it pertains.
T h is w o u ld n o t in v o lv e too m u c h d e ta il in acco u n tin g. T h e distribu
tions to p atrons c o u ld b e m a d e at tw o tim es. T h e first tim e w o u ld b e
sh o rtly after th e close o f th e yea r, le a v in g a substan tial p ortio n of
th e u n d istrib u te d m argin s to ta k e care o f p ossible fu tu re ad ju st
m en ts. L a te r, w h e n it is b e lie v e d th a t all p o ssib le credits a n d charges
fo r th e y e a r in v o lv e d h a v e b e e n considered , th e b a la n ce o f th e u n dis
trib u te d m argin s ca n b e distrib u ted.

Allocating Deferred
Patronage Refunds in a Cooperative

A correspondent presents the following problem dealing with
farmer cooperatives:
“We express an unqualified opinion concerning the statements
of our client cooperative. Said client allocates net margins to patrons
on the basis of volume billings to each patron during the calendar
year. Such allocations are made soon after the close of the calendar
year. The client cooperative, however, is purchasing from other
cooperatives and receives patronage refunds in the form of cash
or otherwise within a period of approximately two years following
the close of a particular calendar year. My problem is concerned
with the handling of possible patronage refunds by the client co
operative as far as my statements are concerned, and the allocation
of the client’s operating margins.
“It seems to me that there are three possible ways we could handle
this problem:
“1. We could explain by balance-sheet footnote that patronage
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refunds may be received by a client cooperative. When such refunds
are received they would be handled as a reduction of expenses in
the year in which the patronage refund was received.
“2. We could value patronage refunds receivable in the records
and statements in the year of the patronage, based upon the per
centage received as refund in past years.
“3. We could credit patronage refunds received after the close of
the calendar year to the operating margins of the cooperative for
the prior year or years. By this method the client cooperative would
allocate to patrons of a specific year, an initial amount of net mar
gin which would later be increased by patronage refunds applicable
to purchases made in that year.”
Our Opinion
Based on our perusal of some of the literature in this account
ing area, and admittedly reading between the li nes, it seems to us
that our correspondent’s second alternative would not represent
the generally accepted treatment. W e believe the more generally
accepted practice is to allocate to each year’s patrons or producers
“as and whenever their interests appear.” From a tax standpoint, it is
our understanding that the Commissioner of Internal Revenue
requires, with respect to exempt cooperatives, that the interest of
each patron in any portion of each year’s margins appropriated to
statutory reserves, either be definitely allocated, or alternatively,
permanent records be maintained in the association from which
such allocation could be made at any future time.
Thus, whether patronage refunds are deferred either for reasons
beyond the cooperative’s control or because the cooperative retains
them as “reserves,” it would appear to be the general practice to
distribute them ultimately to patrons of the year in which such
refunds were earned, not to patrons of the year in which the refunds
are actually collected.
Although this latter treatment seems to be the most technically
correct and also to have the equities on its side, we do feel that
there are undoubtedly practical advantages to the first alternative
set forth in our correspondent’s letter. Consistency of treatment, of
course, is a paramount consideration. We are inclined to think, how
ever, that if the first alternative is to be followed, it should be sup
ported by a definite by-law provision.
In any case, we believe the fact should be disclosed by footnote
in the cooperative’s statements, that patronage refunds of uncertain
451
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amount on the client-cooperative's purchases within the fiscal year
will be realized in the future. Such a footnote might also indicate
the cooperative’s policy (or by-law provision) with respect to the
allocation basis for such deferred patronage refunds.
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Abandoned plant and equipment, 3 12
Accountant’s opinion ( see Auditor’s
report, opinion)
Accounting method, change in, 164
Accounts receivable,
confirmation of ( see Confirmation
of receivables)
defalcation, 21
falsification of records, 21
Accrual method, change from cash
basis, 164
Accum ulated
depreciation,
adjust
ments of, 344
Acquisition of assets (see Purchase of
business)
Adjusting data in working papers,
supplying to client, 72

Adverse opinion ( see Auditor’s re
port, opinion)
Advertising rebates, 305
A .K .U . prospectus, 166
Appraisal surplus ( see Revaluation
surplus)
Appraisals, disclosure of appraisal
values, 234
Appreciation (see Upward restatement
of assets)
Appreciation surplus ( see Revalua
tion surplus)
Assigned receivables (see Contingent
liabilities)
Auditing procedures,
adjusting data in working papers,
supplying client with, 72
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Auditing procedures ( cont.)
bank confirmations, 49, 50
change of auditors, 7 7
charitable organizations, 61
confirmation of,
cash surrender value of life insur
ance, 47
funds deposited illegally b y for
eigner, 5 1
liabilities, 49, 50, 5 1
receivables (see Confirmation of
receivables)
defalcations, 21
deposit tickets, testing accuracy of,
74

extended procedures,
auditor engaged after closing
date, 139
confirmation of receivables (see
Confirmation of receivables)
extent of, 3
objectives of, 4
observation of inventories ( see
Observation o f inventories)
opinion when not carried out (see
Auditor’s report)
substitutes for, 136
falsification of records, 2 1
internal control (see Internal con
trol)
observation of inventories (see O b 
servation o f inventories)
other auditors, reliance on work

of,
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ownership of working papers, 73
professional ethics (see Professional
ethics)
real estate title verification, 75
receivables from issue of stock, 81
stock subscriptions, 81
supplementary data preparation,
quarterly income statements, 80
suggestions for improvements, 78
Auditor’s certificate (see Auditor’s re
port)
Auditor’s opinion (see Auditor’s re
port)
Auditor’s report,
approval of change in accounting
method, 164
balance sheet only, 178
bank forms, 93
cash basis statements, 65
charitable organizations, 65
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clarification when opinion is omit
ted (see Statement Number

23)
coverage of effectiveness o f inter
nal control, 53
credit purposes, 170
disclosures (see Disclosure)
explanation,
auditor as director of client cor
poration, 72
comments on confirmation o f re
ceivables, 169
comments on observation of in
ventories, 169
stolen records, 150
unqualified report, 170
use of other auditors, 75
extended procedures omitted, 133,
138, 146, 148
foreign audit reports, A .K .U . pros
pectus, 166
hypothetical statements, 176
internal auditor’s, 182
long-form,
comments on internal control, 53
municipalities, 156
suggestions for improving pro
cedures, 78
mining companies, promotional, ex
ploratory or development stage,
missing records, 152
no formal books, 149
no opinion (see Statement Num 
ber 23)
on balance sheet only, 178
on subsidiaries only, 1 7 7
opinion,
adverse, 1 7 1
as to principles without making
an audit, 162
assets held b y officer, 224
auditor engaged after closing
date, 139
change from cash to accrual
method, 164
charitable organizations, 65
confirmation of receivables not
possible, 12
defective financial statements, 174
denial does not discharge all re
sponsibility, 99
denied because of inadequate
provision for bad debts, 106

INDEX
departure from accepted princi
ples, 158
disclaimer, 3 1, 52, 97, 98, 108,
109, 118 , 158, 159, 164, 173
(also see Statement Number 23)
disclosing reasons for disclaimer,

97
dividends in excess of earnings,

339
extended procedures not carried
out, 133, 138, 146, 148
extended procedures, omission of
does not preclude opinion, 95
fiscal year change, 413
interim reports, 108
mining claims, 258
opening inventories not observed,

143
other

procedures

used, 29, 30,

35, 36
piecemeal (see Statement Num 
ber 23)
plain paper used (see Statement
Num ber 23)
qualified, 87, 103, 130, 145, 146,

147,

* 5 5 , 156, 158, 1 5 9 , 160,
163, 164, 173, 174, 258
single customer, 225
statements prepared b y auditor,

149
stock and surplus combined, 156
unaudited statements (see State
ment Number 23)
unconfirmed funds deposited il
legally b y foreigner, 5 1
unsettled scrap metal sales and
purchases, 280
unsold real estate carried at mar
ket value, 158
upward restatement o f assets,

3 3 9 , 3 7 i, 3 7 7
use of other auditors, 75
violations of control law, 164
piecemeal opinions (see Statement
Number 23)
printed forms, 90, 93
pro-forma financial statements, 175
public utilities, retirement-reserve
method, 293, 301
records stolen, 150
revised report, 179
scope,
collections of charitable organiza
tions, 65

extended procedures not carried
out, 133, 138, 146, 148
other procedures used, 29
qualification, 130, 13 1, 137, 138,
146
unaudited statements (see State
ment Num ber 23)
unconfirmed funds deposited il
legally b y foreigner, 5 1
use of other auditors, 75
short-form,
analysis o f surplus in balance
sheet, 86
captions, 88
comments on internal control, 53
length, 83
misleading language, 87
modified to fit the facts, 86
references to detailed report, 90
references to financial statements,
83
signature, 92
sole proprietorships, 433, 445
Statement Num ber 23 (see State
ment Number 23)
stolen records, 150
to insurance company, 93
to third parties, 93
transactions consummated after bal
ance-sheet date, 176
unaudited joint venture, 154
unaudited statements ( see State
ment Num ber 23)
use of “w e,” 183
Auditors, change of, 7 7
Automobile dealers, use of inventory
specialists, 30
Balance sheet,
assigned leases, presentation of, 230
audit, report on, 178
cash surrender value of life insur
ance ( see Cash surrender value
of life insurance)
consolidated (see Consolidated fi
nancial statements)
contractors (see Contractors)
current assets and liabilities (see
Current assets and liabilities)
deficit, 336
deficit from dividend payments, 337
disclosures (see Disclosure)
income tax liability, interim state
ments, 198
inflation notes payable, 253
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INDEX
Balance sheet ( cont.)
installment accounts ( see Install
ment accounts receivable)
inventories ( see Inventories)
liability for preferred stock re
demption, 4 1 1
loan commitments, 25 1
mining claims, 256
mortgagors’ deposits, 247
notes payable,
in common stock, 207
oil producer, 200
offsets ( see Offset of assets and
liabilities)
partnerships ( see Partnerships)
promotional stage companies, 366
proprietorship, quasi-reorganization,

395
sole proprietorships (see Sole pro
prietorships )
stock subscriptions, 81
upward restatement o f assets, 3 7 1
Bank loans secured b y cash surrender
value of life insurance, 205
Bankers, bank confirmations, 49, 50
Bargain purchase, 302
Bidding (see Professional ethics)
Bonds payable,
payments due trustee, 189
redemption fund, 2 13
Breweries, observation of inventories,

35
Building and loan associations ( see
Savings and loan associations)
Business combinations and reorganiza
tions,
liquidation of subsidiary, 383
pooling of interests (see Pooling of
interests)
proprietorship accounts, 395
purchase of business, 3 7 7
quasi-reorganizations
( see Quasi
reorganizations )
treatment of treasury stock, 386
upward restatement of assets (see
U pward restatement of assets)
Buy-and-sell agreements, cash sur
render value of life insurance,
249
Capital

gains dividends, investment
trusts, 269
Capital stock and surplus combined,
qualified opinion, 156
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Capital stock transactions,
donated stock, 366
promotional shares held in escrow,

359
promotional stage companies, 366
purchased dividend accruals, 357
retirement b y purchase below par,
361
subscriptions, 81
transfer of patent rights, 363
Capital surplus,
dividends from, disclosure, 336
income tax allocation, 328
life insurance proceeds, 214
purchased dividend accruals, 357
transfers to earned surplus, 345
Carrying charges, whiskey in bond,
306
Cash basis accounting,
change to accrual method, 164
charitable organizations, auditor’s
opinion, 65
fraternal organizations, 447
income tax allocation, 325
Cash, deposit tickets, testing accuracy
of, 74
Cash surrender value of life insurance,
buy-and-sell agreements, 249
current asset, 186
confirmation of, 47
security for bank loans, 205
Cast-iron pipe fittings, observation of
inventory, 23
Chain stores, observation of inven
tories, 27
Change of auditors, 7 7
Charitable organizations,
audit procedure when internal con
trol is weak, 61
auditor’s report, 65
auditor’s responsibility for collec
tions, 64
confirmation of receivables, 1 1
internal control, 61, 64
Closely held corporations,
disclosure of personal assets and lia
bilities of stockholders, 432
income
statement,
extraordinary
items, 216
Coal dealers, observation of inven
tories, 37
Community chest (see Charitable or
ganizations )
Composition with creditors, account
ing for, 399

INDEX
Conditional sales contracts, discount
amortization,
investment method, 218
rule of 78, 218
Confirmation of,
cash surrender value of life insur
ance, 47
collateral, 49, 50
funds deposited illegally b y for
eigner, 5 1
liabilities,
bank confirmations, 49, 50
funds deposited illegally b y for
eigner, 5 1
receivables,
alternative procedures, 2 1
bank loan to finance insurance
premiums, 209
b y telephone, 18
community chest, 1 1
controlling
receivables
during
preparation of requests, 20
federal government, 12
form of request letter, 5
hospitals, 11
hotels, 17
institution giving cures for alco
holism, 18
installment sales, 1 1
negative, 7
opinion when not confirmed, 133
other procedures, 10, 18
paid before end of audit, 9
positive, 7
reliance on collection records, 136
small loan companies, 1 1
statements should accompany re
quest, 20
time of mailing requests, 8
voucher system in use, 19
who should sign requests, 6
Consolidated financial statements,
acquisition surplus, 383, 386
auditor’s report covers subsidiaries
only, 1 7 7
consolidated income tax returns,
utilization of subsidiary’s net
operating loss carry-over, 421
consolidation policy,
real estate holding subsidiary,

419
subsidiary with large funded
debt, 4 15
date of acquisition of subsidiary,

405

excess of equity in subsidiary over
purchase price, 404
fiscal year change, 4 13
fiscal year variations, 4 13
income statement, year of acquisi
tion of subsidiary, 405
income tax deferment on intercom
pany profits, 412
liability for preferred stock redemp
tion, 4 1 1
mutual stock holdings, 406
negative goodwill, 403
parent com pany stock owned by
subsidiary, 406
stock dividend from subsidiary, ef
fect on consolidated earned
surplus, 4 1 6
treatment of sale of stock of sub
sidiary, 408
uncertified, 1 7 7
where subsidiary has large funded
debt, 4 15
Consolidation policy
( see Consol
idated financial statements)
Consolidations (see Business combi
nations and reorganizations)
Construction loans, accounting for
loan commitments, 251
Containers, responsibility o f auditor
for contents, 39
Contingencies, reserves for, 220
Contingent liabilities,
assigned leases, 230
death payments to beneficiaries,

233
leases (see Leases)
Contractors,
current assets and liabilities,
equipment, 1 86
notes on equipment, x86
spare parts, 1 86
equipment as current asset, 1 86
officers’ receivables, 1 86
owner’s salary, treatment of, 434
Control law violations, auditor’s re
sponsibility, X63
Controllers Institute of America, ques
tions on review b y auditor of
internal control, 52
Cooperatives,
allocating deferred patronage re
funds, 450
assessment of losses, 448
depreciation, 274
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INDEX
Cooperatives ( cont.)
matching sales and purchases, 274
patronage refunds, 448
Cost principle, fixed assets, 302
Cost-reimbursement
contracts,
ac
counting for, 265
Current assets and liabilities,
bank loan secured b y cash surren
der value of life insurance, 205
cash surrender value of life insur
ance, 186
concept of, 187
contractors, 185
contractor’s equipment, 186
debenture bonds redeemable on de
mand, 206
deferred income tax, 323
excessive inventories, 394
fund for bond and preferred stock
redemption, 2 13
income tax liability, interim state
ments, 198
installments of long-term debt, oil
producer, 200
insurance
premiums
financed
through bank, 209
inventories ( see Inventories)
liability for bond redemption, 213
liability for preferred stock redemp
tion, 213, 4 1 1
merchandise in transit, 196
notes payable,
in common stock, 207
oil producer, 200
officers’ receivables, 186
offset,
bank loan secured b y cash sur
render value of life insurance,

205
V-loans, 204
oil company materials, supplies and
equipment, 193
payments due bond trustee, 189
prepaid income taxes, 4 12
revolving-credit agreements, 210
spare parts, 186
subcontractor, 188
V-loans, 204
whiskey in bond, 306
(also see Income tax allocation)
Current liabilities (see Current assets
and liabilities)
Custodial accounts, mortgagors’ de
posits, 247
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Death benefits,
accounting for, 233
disclosure of, 233
Debenture bonds, redeemable on de
mand, 206
Declining-balance depreciation,
disclosure of change in method, 333
income tax allocation, 331
public utilities, 331
interpretation o f A R B 44, 331
Defalcations,
accounts receivable, 21
controlling receivables during prep
aration
of confirmation re
quests, 20
Deferred compensation, accounting
treatment of, 287
Deferred income, sale of oil payment,
272
Deferred income taxes (see Income
tax allocation)
Deferred sales and purchases, fruits'
and vegetables, 288
Depletion, mining companies, 366
Deposit tickets, testing accuracy of,
74

Depreciation,
accumulated, adjustments of, 344
and high costs, 332
declining-balance ( see Decliningbalance depreciation)
fortunate purchase, 302
fu lly depreciated assets, 343
hospitals, plant fund accounting,
282
lease in substance a purchase, 303
on replacement cost, 352
policy, 274
retirement-reserve method, 290
Developm ent stage companies (see
Promotional stage companies)
Director, auditor as, 70
Disclaimer of opinion (see Auditor's
report, opinion)
Disclosure,
appraisal values of fixed properties,
234

bank loan secured b y cash surren
der value of life insurance, 207
change in depreciation method, 333
closely held corporations, personal
assets and liabilities o f stock
holders, 432
company assets held b y officer, 224

INDEX
contingent liabilities,
assigned leases, 230
death payments to beneficiaries,
233

contract reserve, installment ac
counts, 228
death benefits, 233
debenture bonds, redeemable on
demand, 207
declining-balance
depreciation,
change in method, 333
discount amortization, alternative
calculation, 219
dividends,
during deficit period, 335
from capital surplus, 336
in excess of earnings, 339
effects o f inflation, oil companies,
239

estimated scrap metal sales and
costs, 278
events subsequent to balance-sheet
date, 241
fiscal year change of subsidiary,

413

income tax,
liability on interim statements,
198
on partnership income, 427
status, 245
(also see Income tax allocation)
increase in value of assets, 374
letters of credit, unused, 227
long-term lease, 242, 244
merchandise in transit, 196
missing records, 153
obligation to principal stockholder,

153
omission of extended procedures,
146
partnerships, personal obligation of
partner, 429, 431
quasi-reorganizations, 391
reasons for disclaimer of opinion, 98
replacement value of Lifo inven
tories, 235
single customer, 225
sole proprietorships, income taxes,
445

sole proprietorships, personal assets
and liabilities, 432, 433, 445
stolen records, 150
subsequent events, 241
subsidized and endowed research,
246

upward restatement of assets, 339
V-loans, 188
Discount
amortization,
conditional
sales contracts,
investment method, 218
rule of 78, 218
Discount, mortgages receivable, 261
Dividends,
during deficit period, 335
from capital surplus, disclosure, 337
from revaluation surplus, 339
out of capital, 386
parent company stock owned b y
subsidiary, 406
purchased accruals, 357
stock,
from subsidiary to parent, 416
recording of, 340
time of recording, 340
Donated stock, mining companies, 366
Earned surplus,
dated,
in
quasi-reorganizations,
391, 394, 397

discontinuance, 400
extraordinary items, closely held
corporations, 216
fire losses, 3 1 1
forgiveness of indebtedness, 34 7
life insurance proceeds, 214
liquidation of subsidiary, 383
pooling of interests, 379
quasi-reorganizations,
391,
394,

397, 400
transfers from capital surplus, 345
transfers from revaluation surplus,
375

Erosion, loss from, 309
Estimated expenses,
oil payment sales, 272
retroactive repeal, revised auditor’s
report, 181
scrap metal purchases, 278
Ethics (see Professional ethics)
Events subsequent to balance-sheet
date,
disclosure of, 241
scrap metal sales and purchases,
279

Exchange of assets for stock ( see Pur
chase of business)
Expenses,
advertising rebates, 305
carrying charges, whiskey in bond,
306
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Expenses ( cont.)
cost of sales, fruits and vegetables,
288
deferred compensation, 287
depreciation (see Depreciation)
interest,
inflation notes payable, 253
lease in substance a purchase,

303
pension costs, minimum liability,
280
Extended procedures ( see Auditing
procedures)
Extraordinary items,
criteria for, 222
income statement, closely held cor
porations, 2 1 6
Falsification of records, accounts re
ceivable, 21
Federal government, confirmation of
receivables, 12
Finance company, internal control, re
ceivables purchased “without
notice,” 59
Financial statement presentation,
balance sheet (see Balance sheet)
current assets and liabilities ( see
Current assets and liabilities)
deficit, 337
footnote disclosure (see Disclosure)
income statement (see Income state
ment)
interim statements, 198
loan commitments, 25 1
mining claims, 256
notes payable, inflation provision,

253
upward restatement of assets, 3 7 1
Fire losses,
accounting for, 3 1 1
gain from salvage, 3 1 1
involuntary conversion, 263
Fixed assets,
bargain purchase, 302
cost principle, 302
forgiveness of indebtedness, ad
justment of asset values, 351
fu lly depreciated, 343
replacement cost, 352
Footnotes (see Disclosure)
Forgiveness of indebtedness,
accounting for, 347
adjustment of asset values, 351
as capital surplus, 347, 35 1
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bonds and notes, 347
composition with creditors, 399
elimination of deficit, 399
mortgage liability, 347
Fortunate purchase, 302
Fraternal
organization
statements,
cash or accrual basis, 447
Fruits and vegetables, wholesale, 288
F u lly depreciated assets, adjustments
for, 343
Fund accounting hospitals, 284
Government contracts,
cost-reimbursement, 265
renegotiation, 280
Grain dealers, inventories in public
warehouses, 32
Great Lakes,
losses due to rise in level, 309
Greeting cards, inventory valuation,

314
Grocery stores, chain, observation of
inventories, 2 7
Gross profits test, audit o f inventories,
27
Hospitals,
confirmation of receivables, 1 1
depreciation, 282
plant fund accounting, 282
replacement reserves, 284
Hotels,
confirmation of receivables, 1 7
internal control, 17
H ypothetical statements, auditor’s re
port on, 176
Income

(see Income determination;
R even ue)
Income determination,
appropriations for reserves, 220
discount amortization (see Discount
amortization)
expenses ( see Expenses)
forgiveness of indebtedness, 347,
351, 399

gain on sale of stock of subsidiary,
408
income tax allocation (see Income
tax allocation)
inventory valuation ( see Invento
ries)
losses ( see Losses)
revenue (see Revenue)
wrecking contractor, 3 15

INDEX
Income statement,
advertising rebates, 305
appropriations for reserves,
contingencies, 220
profit-sharing, 220
closely held corporations, extraordi
nary items, 216
consolidated (see Consolidated fi
nancial statements)
contractors ( see Contractors)
disclosures (see Disclosure)
discount on conditional sales con
tracts, 218
dual standard for credit purposes
improper, 2 1 7
expenses (see Expenses)
extraordinary items, criteria for,
222
income tax allocation (see Income
tax allocation)
life insurance proceeds, 214
partnership,
interest on partners’ loans, 426
partners’ salaries, 426
rent paid to partner, 426
quarterly, 80
revenue (see Revenue)
transfers from revaluation surplus to
earned surplus, 375
variations from tax return,
discount amortization, 219
(also see Income tax allocation)
Income tax accounting, inappropriate
for general accounting, 351
Income tax allocation,
accrual of rate increases pending
investigation, 276
cash basis for tax purposes only,

325
consolidated financial statements,
intercompany profit, 4 12
credits to paid-in surplus, 328
declining-balance depreciation, 331
discount amortization, 219
installment accounts, uncollected
profits, 323
parent and subsidiary, 421
pension costs, minimum liability,
282
public utilities, declining-balance
depreciation, 3 31
sections of income statement, 329
uncollected profit on installment re
ceivables, 323
upward restatement of assets, 372

Income tax deferment (see Income
tax allocation)
Income taxes,
consolidated return, utilization of
subsidiary’s net operating loss
carry-over, 421
deferred ( see Income tax alloca
tion)
disclosure of status, 245
interim statements, 198
partnership, in financial statements,
427
prepaid ( see Income tax allocation)
sole proprietorship, disclosure of,
445

Independence (see Professional ethics)
Inflation provision notes payable, 253
Installment accounts receivable,
confirmation of receivables, 11
contract reserve, presentation of,
228
income tax provision for uncollected
profits, 323
sold, presentation of contract re
serve, 228
Intangibles,
accounting for, 383
subsidized and endowed research,
246
Interest,
discount ( see Discount amortiza
tion)
inflation notes payable, 253
lease in substance a purchase, 303
Interim statements,
disclaimer of opinion, 109
income tax liability, 198
reports on, 108
Internal auditors,
reports by, 182
Internal control,
auditor’s responsibility, 53
case of failure, lessons from, 55
charitable organizations, 61, 66
client’s memorandum, 54
coverage in auditor’s report, 53
finance company, receivables pur
chased “without notice,” 59
hotels, 17
inventory observation, effect on, 29
municipal water department, 53
suggestions for improvement, 78
Inventories,
carrying charges, whiskey in bond,
306
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Inventories (cont.)
contents of containers, 39
excess over normal stock, 319
excessive, 394
fruits and vegetables, wholesaler,
288
greeting cards, 314
inward transportation, 321
lifo
disclosure of replacement value,

235
excess over normal stock, 319
merchandise in transit, 196
net realizable value, disposal costs,

315
observation o f (see Observation of
inventories)
opening, not observed, 141
outside specialists, use of, 30
public warehouses, 32
quasi-reorganization, 392
salvaged material, 3 15
salvaged parts, 318
slow-moving, 314
standard costs, 318
unbalanced, 320
vending machines, 41
whiskey in bond, 306
Inventory valuation (see Inventories)
Investment trusts, capital gain divi
dends, 269
Investments,
capital gains dividends, 269
mortgages, discount on, 261
treatment of gain on sale of stock
of subsidiary, 408
valuation, exchange of stock for
stock, 423
Involuntary conversion, 263
Inward transportation,
application to products, 321
inventory valuation, 321
Joint venture,
unaudited, 154
use o f other independent account
ants, 154

Lease,
as purchase, 244
assigned,
accounting for, 230
presentation of contingent liabil
ity, 230
in substance a purchase, 303
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long-term,
amortization of profit or loss on
sale, 243
based on sales, 242
definition of, 242
disclosure of, 242, 244
sale and lease back, 244, 305
Letters of credit, balance-sheet treat
ment of, 227
L ife insurance,
buy-and-sell agreements, 249
cash surrender value (see Cash sur
render value of life insurance)
premiums financed through bank,
209
proceeds, in income statement, 2 14
Stevens plan, 209
Lifo (see Inventories)
Liquidation of subsidiary, treatment
of earned surplus, 383
Loan commitments, 251
Long-form report (see Auditor’s re
port)
Long-term leases (see Lease)
Losses,
abandonment, 3 12
erosion, 309
fire,
accounting for, 3 1 1
gain from salvage, 3 1 1
natural catastrophe, 309
strike, 308
Management services,
quarterly income statement analy
sis, 80
suggestions for improving proce
dures, 78
Materiality, criteria for, 222
Merchandise in transit, 196
Mergers (see Business combinations
and reorganizations)
Minimum liability, pension costs, 280
M ining claims,
auditor’s report, 258
in balance sheet, 256
valuation of, 256
M ining companies,
depletion, 366
promotional, exploratory or devel 
ment stage,
capital stock, 366
mining claims presentation, 2 5 7
S E C requirements, 257
Missing records, auditor’s report, 152

INDEX
Mortgages receivable, discount on,
261
Mortgagors’
deposits,
in
balance
sheet, 247
Municipalities,
failure of internal control, water
department, 55
lax practices in issuing bonds, 156

Name paper v. plain paper, 1 1 1 , 113 ,
116 , 118 , 119, 122, 124
N et of taxes (see Income tax alloca
tion)
N et realizable value, inventories, 3 15
No formal books, auditor’s report, 149
Noncurrent liabilities ( see Current
assets and liabilities)
Nonprofit organizations,
cooperatives (see Cooperatives)
fraternal organization statements,
447

hospitals (see Hospitals)
Notes payable,
in common stock, 207
inflation provision, 253
insurance premiums, financing of,
209
oil producer, 200
Observation of inventories,
brewers’ inventories, 35
coal dealers, 38
contents of containers, 39
extent of, 5
gross profits test not satisfactory, 2 7
how much error should be toler
ated, 23
internal control, effect of, 41
objective of, 5
opening inventories, 141
opinion when not observed, 133,
138, 146, 148
other procedures,
brewers’ inventories, 35
coal dealers, 38
gross profits test not satisfactory,
27
inventories in public warehouses,

32
use of outside specialists, 30
public warehouses, 32
responsibility of auditor,
as to classification, 38
as to grade, 38

substitutes for, 143
vending machines, 41
Officers and employees, debenture
bonds redeemable on demand,
206
Officers’ receivables, 186
Offset of assets and liabilities,
bank loan secured b y cash surren
der value of life insurance, 205
V-loans, 204
O il companies,
current assets, materials, supplies
and equipment, 193
disclosure of effects o f inflation, 239
notes payable, 200
sale of oil payment, 272
Opening inventories, auditor’s respon
sibility for, 141
Organization costs,
promotional shares held in escrow,
359

purchase o f business, 383
Other independent accountants,
reliance on, 142
use of, 75, 154
Other procedures ( see Confirmation
of receivables; Observation of
inventories)
Owner’s salary (see Sole proprietor
ships)
Paid-in surplus (see Capital surplus)
Parent company statements,
accounting for investment in sub
sidiary, 419
earnings and losses of subsidiary,

419
investment in subsidiary, exchange
of stock for stock, 423
need for separate statements, 4 15
stock dividend from subsidiary, 416
undistributed earnings of subsidi
ary, 419
utilization of subsidiary’s net op
erating loss carry-over, 421
Parent-subsidiary relationships,
consolidated financial
statements
( see
Consolidated
financial
statements)
other auditors for subsidiary, 75
parent company statements ( see
Parent company statements)
Partnerships,
balance sheet,
income tax liability, 427
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INDEX
Partnerships ( cont.)
balance sheet (cont.)
partners’ loans, 425
personal obligation

of

partner,

429
disclosure,
income tax on partnership in
come, 427
personal obligation of partner,
429, 431
general partners, partners’ loans,

425
goodwill, sale o f partnership in
terest, 428
income statement,
interest on partners’ loans, 426
partners’ salaries, 426
rent paid to partner, 426
income tax liability in financial
statements, 427
limited partners, partners’ loans,

425
sale of partnership interest to out
sider, 428
Patents, transfer for capital stock, 363
Patronage refunds (see Cooperatives)
Pensions,
minimum liability, 280
optional retirement provisions, 282
vested rights, 281
Perishables, wholesaler, 288
Piecemeal opinions ( see Statement
Number 23)
Plain paper v. name paper, 1 1 1 , 1 13,
1 1 6, 118 , 119 , 122, 124
California requires disclaimer, 118
Plant fund accounting, hospitals, 282
Pooling of interests,
accounting for, 379
earned surplus carried forward,
379,

386

liquidation of subsidiary, 383, 385
merger with subsidiary, 386
requisites of, 381
Preferred stock,
dividend accruals, 3 5 7
redemption,
fund for, 213
liability for, 4 1 1
reserve for retirement, 398
retirement b y purchase below par,

361
Prepaid income,
267
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service

contracts,

Prepaid income taxes ( see Income tax
allocation)
Price-level changes,
depreciation, 352
disclosure of effects of, oil com
panies, 239
notes payable, inflation provision,
253

Price regulations, auditor's responsi
bility as to violations, 163
Principal and income, capital gains
dividends, 269
Professional ethics,
auditor also director of client cor
poration, 70
bidding, 69
financial interest in client, 72
independence, when auditor keeps
the books, 67
opinion, when auditor keeps the
books, 67
Profit sharing, basis for computation,
220
Pro-forma financial statements, A IC P A
rules, X75
Promotional shares held in escrow,
359

Promotional stage companies,
mining claims presentation, 257
S E C requirements, 257
treatment of capital stock, 366
Proprietorships (see Sole proprietor
ships )
Public utilities,
accrual of rate increase pending
completion of rate investiga
tion, 276
depreciation,
retirement-reserve
method, 290
income tax allocation, decliningbalance depreciation, 331
Public warehouses, observation of in
ventories in, 32
Purchase of business,
liquidation of subsidiary, 383
organization expense, 383
valuation of assets, 3 77
Qualified opinion,
difficulties in writing, 1 47
example of, x6o
expression of, X73
(also see Auditor’s report, opinion)

INDEX
Quasi-reorganizations,
adjustments for errors in asset val
ues, 392
an occasion for, 390
composition w ith creditors, 399
dating of earned surplus, 391, 394,
397

discontinuance, 400
elimination of deficit, 338, 390, 395
excessive inventories, 392
proprietorship accounts, 395
recapitalization, 390
treatment o f inventories, 392
upward restatement of assets, 374
valuation of assets, 392
Real estate,
carried at market value, auditor’s
opinion, 158
title verification, 75
Rebates, advertising, 305
Recapitalization ( see Quasi-reorgan
izations )
Receivables,
confirmation of (see Confirmation
of receivables)
purchased “without notice,” 59
stock purchases, 81
subcontractor, 188
Reliance on other independent ac
countants, 142
Reorganizations ( see Business com
binations and reorganizations;
Quasi-reorganizations)
Replacement costs,
bargain purchases, 302
depreciation on, 352
disclosure of appraisal values, 234
lifo inventories, disclosure of, 235
provision for, 352
Replacement reserves, hospitals, 284
Report writing, use of “we," 1 8 3
Research, subsidized and endowed,
disclosure of, 246
Reserves,
contingencies,
accounting for, 220
income statement, 220
profit-sharing,
income
statement,
220
rate increases accrued pending in
vestigation, 276
replacement cost, 352
replacement, hospitals, 284
retirement of preferred stock, 398

Retained earnings ( see Earned sur
plus)
Retained income ( see Earned sur
plus)
Retirement compensation, 287
Retirement of stock, purchased below
par, 361
Retirement-reserve method of depre
ciation, 290
Retroactive adjustments, scrap metal
sales and purchases, 279
Revaluation surplus,
dividends from, 339
transfers to earned surplus, 375
treatment of, 375
Revaluations upward ( see Upward
restatement of assets)
Revenue,
accrual pending rate investigation,
276
capital gain dividends, 269
cost-reimbursement contracts, 265
discount on mortgages purchased,
261
estimated, scrap metal sales, 278
involuntary conversion, 263
matching sales and purchases, 274
sale of oil payment, 272
sales F O B destination, 274
sales of scrap metal, 278
service contracts, 267
television service, 267
Revised auditor’s report, use of, 179
Revolving-credit agreements, classify
ing borrowings under, 210
Rule of 78, discount amortization, 218
Rules of professional conduct ( see
Professional ethics)
Salaries, sole proprietorship, 434
Sale and lease back (see Lease)
Sales ( see R evenue)
Salvaged material, inventory valua
tion, 3 15
Salvaged parts, inventory valuation,
318
Savings and loan associations, dis
count on mortgages, 261
Scope of audit (see Auditor’s report)
Scrap metal, sales and purchases of,
278
Sea food packers, inventories, con
tents of containers, 39
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INDEX
Securities and Exchange Commission,
A .K .U . prospectus, foreign auditor’s
report accepted, 166
auditor also director of client cor
poration, 72
independence, when auditor keeps
the books, 68
mining claims, 257
missing records, 153
profit on sale of treasury stock, 328
promotional stage companies, 369
use of other auditors for subsidiary,
77

Service contracts, television, 267
Short-form report (see Auditor’s re
port)
Single customer, disclosure of, 225
Single proprietorships (see Sole pro
prietorships )
Small loan companies, confirmation of
receivables, 1 1
Sole proprietorships,
auditor’s report, 433, 445
disclosures, 432, 433, 445
effect of partner’s retirement upon
net assets, 440
financial statements of, 433
interest in partnership, 445
obligation to former partner, 440
owner’s salary, 434
personal assets and liabilities, 432,
440
Special engagements ( see M anage
ment services)
Standard costs, inventory valuation,

318
Standard report form (see Auditor’s
report)
Statement Number 23,
denial of opinion because of ex
ception as to principles, 106
denial of opinion does not discharge
all responsibility, 99
disclaimer of opinion,
example, 105
good form, 104
interim statements, 109
need not discredit statements,
105
disclosing reasons for disclaimer of
opinion, 97
does not govern expression o f opin
ion, 94
interim statements, disclaimer of
opinion, 109
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not applicable to control law viola
tions, 163
piecemeal opinions,
care required with, 102
case for, 132
differ from qualified opinion, 103
disclaimer, good form, 104
disclaimer need not discredit
statements, 105
example, 105
form of, 102
should not contradict denial, 100
stolen records, 150
plain paper v. name paper, 112 ,
113 , 116 , 118, 119, 1 2 2 ,1 2 4
printed warning, 98
significance of, 94
unaudited statements, 110, 126,
128, 129, 162
Stevens plan, insurance premiums
financed through bank, 209
Stock dividends ( see D ividends)
Stolen records, auditor’s report, 150
Strike losses, treatment in financial
statements, 308
Subscriptions, capital stock, 81
Subsequent events, disclosure of, 241
Supplementary data ( see Disclosure)
Surplus adjustments and appropria
tions,
accumulated depreciation, 344
forgiveness of indebtedness, 347
fu lly depreciated assets, 343
replacement costs, 352
reserves for contingencies, 220
retirements of capital stock, 361
transfers from capital to earned sur
plus, 345
transfers from revaluation surplus,
375

Surplus from appreciation (see Reval
uation surplus)

Television service, accounting for in
come from, 267
T itle verification, real estate, 75
Treasury stock,
acquisition below par, 345
stock purchased for retirement, 361
Trucks, salvaged parts, 318
Unaudited statements,
auditor’s responsibility, 129
contingent liabilities, 129

INDEX
plain paper v. name paper, 1 12,
113 , 116, 1 1 8 , 1 1 9 , 1 2 2 , 1 2 4
reports on, 110, 126, 128, 129, 162
( also see Statement Num ber 23 )
Unbalanced inventories, 320
Unincorporated businesses,
partnerships ( see Partnerships)
sole proprietorships (see Sole pro
prietorships)
United Fun d (see Charitable organ
izations )
Universities, endowment funds, capi
tal gain dividends, 269
Unused plant and equipment, 3 12
Upward restatement of assets,
auditor’s responsibility, 3 7 7
balance-sheet presentation, 3 7 1
increase in market value of capital
stock, 373
intangibles, 3 7 7
investments, 373
presumption against, 379
revaluation surplus, treatment of,

375

Use o f “w e” in auditor’s report, 183

V-loans, 204
Vacation costs, change from cash to
accrual method, 164
Vending machines, observation of in
ventories, 41
Vested rights, pensions, 281
Voucher system, confirmation of re
ceivables, 19
W age Stabilization A ct, auditor’s re
sponsibility as to violations,
163
Whiskey, carrying charges, 306
Wholesale fruits and vegetables, sales
and purchases, 288
Wholesale groceries, merchandise in
transit, 196
W orking papers, ownership o f adjust
ing data, 73
W recking contractor,
income determination, 3 15
inventory of salvaged material, 3 15
W rite-ups o f assets (see U pw ard re
statement of assets)
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